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Echelon’s 2007 Annual Report

Dear Shareholder:

Echelon had-a.very strong year in 2007. Our revenue grew 140 percent and we
achieved profltablilty in the fourth quarter. We did well from a market perspective.
We gained an important foothold in the U.S. utility market with our Networked
Energy Services (NESf‘so'rh'a'rt grid product line, winning both a pilot and initial
deployment with Duke Energy in its “Utility of the Future® project. We expanded
the presence of the NES system outside the United States with significant new
deployme_ni wifigdn.Russia and Denmark. We focused our marketing efforts for our
LonWoRKs® Infrastricture (LWI) pfoduct line on energy and operational savings in
distributed enterprise applications, and were pleased to be selected as the technol-
ogy platform that McDonald's Corporation will use in its “Kitchen of the Future”
project. We did well in product development and introduced our third-generation
NES products and our new /.LON® SmartServer. We quickly ramped up production
capacity to take advantage of our mushrooming market opportunities, and shipped
our one-mi"™ -t MEC matar in aarly 2008, And maybe most importantly, despite
the compl '
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able today. Our customers anu mueasiiygiy viwvee wo e oo g
to understand that our LWI and NES product lines create an mtelllgent networking
infrastructure — one, that can economically turn the consumer electricity grid,
commercial buildings, factories, streetlights, and virtually any device that uses elec-
tricity into an energy-aware unwerse of devices that can manage and control ener-
gy use wittiout: human |ntervent10n In fact, our products are the source of the most
available form of alternative energy: conservation and control. For example, with
no human intervention, Echelon’s headquarters building sheds about 30 percent of
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its energy use within minutes of receiving a signal that electrical generating capacity in Northern California is
scarce. And, importantly, cur employees are not affected and are able to carry on their work in comfort and safe-
ty. There are many examples like this of LWI and NES products creatively and intelligently saving energy world-
wide — in street lighting, in factories, in buildings, in homes — in fact, anywhere energy is used. And those
examples will only multiply and expand. They are fueling our optimism about our future,

We also expect 2008 to be a very strong year, but we realize these expectations must be tempered by the reali-
ty of the difficult current economic environment. We can take some comfort from the fact that much of what we
do is even more appealing in difficult economic times, as investments in energy-aware utilities, buildings, homes,
streetlights, and so on can often pay for themselves very rapidly. We expect continued dramatic revenue growth
in our NES product line and we expect good growth in our LWI product line. We are working to reduce the costs
of our products and have placed significant restraints on the growth of our operating expenses in 2008. As a
result, our goal is to report net income profitability, on a non-GAAP basis, for 2008.

Everything we accomplish depends on the outstanding and highly dedicated team of people we have at Echelon
and the support of our shareholders. I want to thank our employees for a great year in 2007 and thank you, our
shareholders, for your confidence and support.

T b

Ken Oshman
Chairman and CEQ
April 7, 2008

The foregoing may contain statements relating to future plans, events or performance. These forward-looking statements may involve risks and uncer-
tainties, including risks associated with uncertainties pertaining to anticipated growth in the control networks market and in Echelon’s business, in
general, and the LonWorks infrastructure business and NES business, in particular; the ability of Echelon’s products to perform as designed; and other
risks identified i our SEC filings, Actual results, events and performance may differ materially. You are cautioned not to place undue reliance on these
forward-tooking statements, which speak only as of this date. We undertake no obligatien to release publicly the result of any revisions to these for-
ward-looking statements that may be made to reflect events or circurstances after this date or to reflect the occurrence of unanticipated events,
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NOTICE OF ANNUAL MEETING OF STOCKHOLDERS
TO BE-HEED ON MAY 27, 2008 APR 25 2008
10:00 A.M. PACIFIC TIME

Washington, DC
110

We cordially invite you to attend the 2008 Annual Meeting of Stockholders of Echelon Corporation.
The meeting will be held on Tuesday, May 27, 2008 at 10:00 a.m., Pacific Time, at 570 Meridian Avenue,
San Jose, California 95126. At the meeting we will: .

1. Elect two Class A directors for a term of three years and until their successors are duly
elected and qualified;

2. Ratify the appointment of KPMG LLP as our independent registered public accounting firm
for the fiscal year ending December 31, 2008; and

3. Transact any other business as may properly come before the meeting or any postponement
or adjournment thereof.

These items are fully discussed in the following pages, which are made part of this Notice.
Stockholders who owned our common stock at the close of business on Monday, March 31, 2008 are entitled
to notice of and to vote at the annual meeting,

Your vote is important. Whether or.not.yqu plan to attend the annual meeting, please cast your vote,
as instructed in the Notice of Internet Availability of Proxy Materials, over the Internet or by telephone, as
promptly as possible. You may also request a paper proxy card to submit your vote by mail, if you prefer. We
encourage you to vote via the Internet. It is convenient, 15 more environmentally friendly, and saves us
significant postage and processing costs.

Sincerely,

TIN Bbouner

M. Kenneth Oshman
Chairman of the Board and Chief Executive Officer

San Jose, California
April 16, 2008
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ECHELON CORPORATION

PROXY STATEMENT
FOR
2008 ANNUAL MEETING OF STOCKHOLDERS

INFORMATION CONCERNING SOLICITATION AND VOTING
General

Our Board of Directors is soliciting Proxies for the 2008 Annual Meeting of Stockholders to be held
at 570 Meridian Avenue, San Jose, California 95126 on Tuesday, May 27, 2008, at 10:00 a.m., Pacific Time,
The address of our principal executive office is 550 Meridian Avenue, San Jose, California 95126 and our
telephone number at this address is 408-938-5200. This Proxy Statement contains important information for
you to consider when deciding how to vote on the matters set forth in the attached Notice of Annual Meeting.
Please read it carefully.

Beginning on April 16, 2008, we made copies of this Proxy Statement available to persons who were
stockholders at the close of business on March 31, 2008, the record date for the annual meeting.

Notice of Internet Availability of Proxy Materials

Pursuant to rules recently adopted by the Securities and Exchange Commission, or the SEC, we have
chosen to provide access to our proxy maternials over the Internet. We are sending a Notice of Internet
Avatilability of Proxy Materials (the “Notice of Intemet Availability™) to our stockholders of record and our
beneficial owners. All stockholders will have the option to access the proxy materials on a website referred to
in the Notice of Internet Availability or to request a printed set of the proxy materials. Instructions on how to
access the proxy materials over the Internet or to request a printed copy of the proxy materials are included in
the Notice of Internet Availability. You may also request to receive proxy materials in printed form by mail or
electronically by e-mail on an ongoing basis.

Electronic Access to Proxy Materials
The Notice of Internet Availability will provide you with instructions on how to:

. View on the Internet our proxy materials for our annual meeting; and
. Instruct us to send our future proxy materials to you electronically by e-mail.

Choosing to receive future proxy materials by e-mail will save us the cost of printing and mailing the
proxy materials to you and will reduce the environmental impact of our annual meeting. If you choose to
receive future proxy materials by e-mail, you will receive an e-mail next year with instructions including a
link to the proxy materials and a link to the proxy voting site. Your election to receive proxy materials by
e-mail will remain in effect until you terminate it.




Costs of Solicitation

We will pay the costs of soliciting proxies from stockholders. In addition, we may reimburse
brokerage firms and other persons representing beneficial owners of shares for their expenses in forwarding
solicitation material to such beneficial owners, including fees associated with:

. Forwarding the Notice of Internet Availability to beneficial owners;

. Forwarding printed proxy materials by mail to beneficial owners who specifically request
them; and

. Obtaining beneficial owners’ voting instructions.

Certain of our directors, officers and employees may solicit proxies on our behalf, without additional
compensation, personally or by written communication, telephone, facsimile or other electronic means.

Record Date and Shares Qutstanding

Only stockholders of record at the close of business on March 31, 2008, are entitled to attend and
vote at the annual meeting. On the record date, 40,820,374 shares of our common stock were outstanding and
held of record. The closing price of our common stock on the Nasdaq Stock Market on the record date was
$13.50 per share.

QUESTIONS AND ANSWERS REGARDING OUR ANNUAL MEETING

Although we encourage you to read this Proxy Statement in its entirety, we include this question and
answer section to provide some background information and brief answers to several questions you may have
about the annual mecting or this Proxy Statement.

0: | - Why am I receiving these proxy materials?

A: Our Board of Directors is providing these proxy materials for you in connection with our annual
meeting of stockholders, which will take place on May 27, 2008. Stockholders are invited to attend the anmual
meeting and are requested to vote on the proposals described in this Proxy Statement.

0O: What is the Notice of Internet Availability?

A: In accordance with rules and regulations recently adopted by the SEC, instead of mailing a printed
copy of our proxy materials to all stockholders entitled to vote at the annual meeting, we are furnishing the
proxy materials to our stockholders over the Internet. If you received a Notice of Internet Availability by
mail, you will not receive a printed copy of the proxy materials. Instead, the Notice of Intermet Availability
will instruct you-as to how you may access and review the proxy materials and submit your vote via the
Internet. If you received a Notice of Internet Availability by mail and would like to receive a printed copy of
the proxy materials, plcase follow the instructions for requesting such materials included in the Notice of
Internet Availability.

We expect to mail the Notice of Internet Availability on or about April 16, 2008, to all stockhelders
entitled to vote at the annual meeting. On the date of mailing of the Notice of Internet Availability, all
stockholders and beneficial owners will have the ability to access all of our proxy materials on a website
referred to in the Notice of Internet Availability. These proxy materials will be available free of charge.

2.




0o: What proposals will be voted on at the annual meeting?
There are two proposals scheduled to be voted on at the annual meeting;:
- Election of the nominees for director set forth in this Proxy Statement; and

- Ratification of the appointment of KPMG LLP as our independent registered public accounting
firm for the fiscal year ending December 31, 2008.

o: What is Echelon’s voting recommendation?

A: Our Board of Directors recommends that you vote your shares “FOR” each of the two nominees to
our Board of Directors and “FOR?” ratification of the appointment of our independent registered public
accounting firm.

0: Who can vote at the meeting?

A: Our Board of Directors has set March 31, 2008 as the record date for the annual meeting. All
stockholders who owned Echelon common stock at the close of business on March 31, 2008, or the record
date, may attend and vote at the annual meeting. Each stockholder is entitled to one vote for each share of
common stock held as of the record date on all matters to be voted on. Stockholders do not have the right to
cumulate votes. On March 31, 2008, 40,820,374 shares of our common stock were outstanding. Shares held
as of the record date include shares that are held directly in your name as the stockholder of record and those
shares held for you as a beneficial owner through a broker, bank or other nominee.

0: What is the difference between holding shares as a stockholder of record and as a beneficial
owner? :
A: Most stockholders of Echelon hold their shares through a broker, bank or other nominee rather than

directly in their own name. As summarized below, there are some distinctions between shares held of record
and those owned beneficially. -

Stockholders of Record

If your shares are registered directly in your name with Echelon’s transfer agent, BNY Mellon
Shareowner Services, you are considered the stockholder of record with respect to those shares and the Notice
of Internet Availability has been sent directly to you. As the stockholder of record, you have the right to grant
your voting proxy directly to Echelon or to vote in person at the annual meeting.

Beneficial Owners

If your shares are held in a stock brokerage account or by a bank or other nominee, you are
considered the beneficial owner of shares held in “street name,” and the Notice of Internet Availability has
been forwarded to you by your broker, bank or other nominee who is considered, with respect to those shares,
the stockholder of record. As the beneficial owner, you have the right to direct your broker, bank or other
nominee on how to vote and are also invited to attend the annual meeting. However, since you are not the
stockholder of record, you may not vote these shares in person at the annual meeting unless you request a




“legal proxy” from the broker, bank or other nominge who holds your shares, giving you the right to vote the
shares at the annual meeting. '

0: How many votes does Echelon need to hold the annual meeting?

A: A majority of Echelon’s outstanding shares as of the record date must be present at the annual
meeting in order to hold the meeting and conduct business. This is calied a quorum. Both abstentions and
broker non-votes are counted as present for the purpose of determining the presence of a quorum. Broker non-
votes, however, are not counted as shares present and entitled to be voted with respect to the matter on which
the broker has expressly not voted. Thus, broker non-votes will not affect the outcome of any of the matters
being voted on at the annual meeting. Generally, broker non-votes occur when shares held by a broker for a
beneficial owner are not voted with respect to a particular proposal because (1) the broker has not received
voting instructions from the beneficial owner and (2} the broker lacks discretionary voting power to vote such
shares.

Shares are counted as present at the meeting if you:
- are present and vote in person at the meeting; or

- have properly submitted a proxy card or voting instruction card or voted by telephone or via the
Internet.

0O: How are votes counted?

A: You may vote either “FOR” or “WITHHOLD” with respect to each Class A nominee for our Board
of Directors. You may vote “FOR,” “AGAINST” or “ABSTAIN" on the other proposal. If you abstain from
voting on the other proposal, it has the same effect as a vote against. If you just sign your proxy card with no
further instructions, your shares will be counted as a vote “FOR” each Class A Director nominee and “FOR”
ratification of the appointment of our independent registered public accounting firm. If you do not vote and
you hold your shares in a brokerage account or through a bank or other nominee, also known as “street name”
(see description of “Beneficial Ownership” above), your shares will not be counted in the tally of the number
of shares cast “FOR,” “AGAINST” or “ABSTAIN" on any proposal where your broker, bank or other
nominee does not have discretionary authority to vote, and therefore will have the effect of reducing the
number of shares needed to approve any of those items. However, shares held in street name and that are not
voted, known as “broker non-votes,” may be counted for the purpose of establishing a quorum for the annual
meeting as described above under the caption “Beneficial Ownership.” Voting results are tabulated and
certified by Broadridge Financial Solutions, Inc.

o: What is the voting requirement to approve each of the proposals?

A: With respect to Proposal One (the clection of our Class A directors), directors are elected by a
plurality vote, and therefore the two individuals receiving the highest number of “FOR” votes will be elected.
Votes of “WITHHOLD” and broker non-votes have no legal effect on the election of directors due to the fact
that such elections are by a plurality. Proposal Two (ratification of the appointment of our independent
registered public accounting firm) requires the affirmative “FOR” vote of a majority of the shares of our
outstanding common stock represented, in person or by proxy, and entitled to vote.




Q: How can I vote my shares in person at the annual meeting?

Al Shares held directly in your name as the stockholder of record may be voted in person at the annual
meeting. If you choose to do so, please bring your proxy card or proof of identification to the annual meeting.
Even if you plan to attend the annual meeting, Echelon recommends that you vote your shares in advance as
described below so that your vote will be counted if you later decide not to attend the annual meeting. If you
hold your shares in street name, you must request a legal proxy from your broker or other holder of record in
order to vote at the annual meeting.

0: How can I vote my shares without attending the annual meeting?

A: Whether you hold shares directly as the stockholder of record or beneficially in street name, you may
direct how your shares are voted without attending the annual meeting. If you are a stockholder of record, you
may vote by submitting a proxy; please refer to the voting instructions in the Notice of Internet Availability or
below. If you hold shares beneficially in street name, you may vote by submitting voting instructions to your
broker, bank or other nominee; please refer to the voting instructions provided to you by your broker, bank or
other nominee.

Internet — Stockholders of record with Internet access may submit proxies by following the “Vote by
Internet” instructions on the Notice of Internet Availability until 11:59 p.m., Eastern Time, on May 26, 2008
or by following the instructions at www.proxyvote.com. Most of our stockholders who hold shares
beneficially in street name may vote by accessing the website specified in the voting instructions provided by
their brokers, banks or other nominees. A large number of banks and brokerage firms are participating in
Broadridge Financial Solutions, Inc.’s (formerly ADP Investor Communication Services) online program.
This program provides eligible stockholders the opportunity to vote over the Internet or by telephone. Voting
forms will provide instructions for stockholders whose bank or brokerage firm is participating in Broadridge’s
program.

Telephone — Depending on how your shares are held, you may be able to vote by telephone. If this
option is available to you, you will have received information with the Notice of Internet Availability
explaining this procedure.

Mail — If you are a stockholder of record, you may request a proxy card from our company, and
indicate your vote by completing, signing and dating the card where indicated and by returning it in the
prepaid envelope that will be provided. Stockholders who hold shares beneficially in street name may request
a voting instruction form from their broker, bank or other nominee.

Q: How can I change or revoke my vote?

A: Subject to any rules your broker, bank or other nominee may have, you may change your proxy
instructions at any time before your proxy is voted at the annual meeting.

Stockholders of record — If you are a stockholder of record, you may change your vote by (1) filing
with our General Counsel, prior to your shares being voted at the annual meeting, a written notice of
revocation or a duly executed proxy card, in either case dated later than the prior proxy relating to the same
shares, or (2) by attending the annual meeting and voting in person {although attendance at the annual
meeting will not, by itself, revoke a proxy). Any written notice of revocation or subsequent proxy card must
be received by our General Counsel prior to the taking of the vote at the annual meeting. Such written notice
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of revocation or subsequent proxy card should be hand delivered to our General Counsel or should be sent so
as to be delivered to our principal executive offices, Attention: General Counsel.

A stockholder of record who has voted via the Internet or by telephone may also change his, her or its
vote by making a timely and valid later Internet or telephone vote no later than 11:59 p.m., Eastern Time, on
May 26, 2008.

Beneficial owners — 1f you are a beneficial owner of shares held in street name, you may change
your vote (1) by submitting new voting instructions to your broker, bank or other nominee, or (2) if you have
obtained, from the broker, bank or other nominee who holds your shares, a legal proxy giving you the right to
vote the shares by attending the annual meeting and voting in person.

Q: Where can I find the voting results of the annual meeting?
A The preliminary voting results will be announced at the annual meeting. The final results will be

published in our first quarterly report on Form 10-Q filed after the date of the annual meeting.
0: Who are the proxies and what do they do?

A: The two persons named as proxies on the proxy card, Kathleen B. Bloch, our Senior Vice President
and General Counsel, and Oliver R. Stanfield, our Chief Financial Officer, were designated by our Board of
Directors. All properly executed proxies will be voted (except to the extent that authority to vote has been
withheld} and where a choice has been specified by the stockholder as provided in the proxy card, it will be
voted in accordance with the instructions indicated on the proxy card. If you submit the proxy card, but do
not indicate your voting instructions, your shares will be voted “FOR” Proposals One and Two.

Q: What should I do if I receive more than one Notice of Internet Availability or set of proxy
materials?
A: If you received more than one Natice of Internet Availability or set of proxy materials, your shares

are registered in more than one name or brokerage account. Please follow the voting instructions on each
Notice of Internet Availability or voting instruction card that you receive to ensure that all of your shares are
voted.

o: What happens if additional proposals are presented at the annual meeting?

A Other than the two proposals described in this Proxy Statement, Echelon does not expect any
additional matters to be presented for a vote at the annual meeting. If you grant a proxy, the persons named as
proxy holders, Kathleen B. Bloch, our Senior Vice President and General Counsel, and Oliver R. Stanfield,
our Chief Financial Officer, will have the discretion to vote your shares on any additional matters properly
presented for a vote at the annual meeting. If for any unforeseen reason any of Echelon’s Class A nominees is
not availabie as a candidate for director, the persons named as proxy holders will vote your proxy for such
other candidate or candidates as may be nominated by our Board of Directors.

Q: Is my vote confidential?

A: Proxy instructions, ballots and voting tabulations that identify individual stockholders are handled in
a manner that protects your voting privacy. Your vote will not be disclosed either within Echelon or to third
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parties except (1) as necessary to meet applicable legal requirements, (2) to allow for the tabulation of votes
and certification of the vote or (3) to facilitate a successful proxy solicitation by our Board of Directors.
Occasionally, stockholders provide written comments on their proxy cards, which are then forwarded to
Echelon’s management.

0: Wheo will bear the cost of soliciting votes for the annual meeting?

A Echelon will bear all expenses of soliciting proxies. Echelon may reimburse brokerage firms,
custodians, nominees, fiduciaries and other persons representing beneficial owners of common stock for their
reasonable expenses in forwarding solicitation material to such beneficial owners. Directors, officers and
ernployees of Echelon may also solicit proxies in person or by other means of communication. Such directors,
officers and employees will not be additionatly compensated but may be reimbursed for reasonable out-of-
pocket expenses in connection with such solicitation. Echelon may engage the services of a professional
proxy solicitation firm to aid in the solicitation of proxies from certain brokers, bank nominees and other
institutional owners. Echelon’s costs for such services, if retained, will not be significant.

DEADLINE FOR RECEIPT OF STOCKHOLDER PROPOSALS

Qur stockholders may submit proposals that they believe should be voted upon at our next year’s
annual meeting or nominate persons for election to our Board of Directors. Stockholders may also
recommend candidates for election to our Board of Directors (See “Corporate Governance and Other
Matters—Consideration of Stockholder Recommendations and Nominations of Board Members ). Pursuant {o
Rule 14a-8 under the Securities Exchange Act of 1934, as amended, some stockholder proposals may be
eligible for inclusion in our 2009 proxy statement and proxy. Any such stockholder proposals must be
submitted in writing to the attention of Kathleen B. Bloch, Senior Vice President, General Counsel and
Secretary, Echelon Corporation, 550 Meridian Avenue, San Jose, California 95126, no later than
December 17, 2008, which is the date 120 calendar days prior to the one-year anniversary of the mailing date
of this Proxy Statement. Stockholders interested in submitting such a proposal are advised to contact
knowledgeable legal counsel with regard to the detailed requirements of applicable securities laws. The
submission of a stockholder proposal does not guarantee that it will be included in our 2009 proxy statement.

Alternatively, under our Bylaws, a proposal or a nomination that the stockholder does not seek to
include in our 2009 proxy statement pursuant to Rule 14a-8 may be submitted in writing to Kathleen B.
Bloch, Senior Vice President, General Counsel and Secretary, Echelon Corporation, 550 Meridian Avenue,
San Jose, California 95126, for the 2009 annual meeting of stockholders not less than 20 days nor more than
60 days prior to the date of such meeting, Note, however, that in the event we provide less than 30 days notice
or prior public disclosure to stockholders of the date of the 2009 annual meeting, any stockholder propasal or
nomination not submitted pursuant to Rule 14a-8 must be submitted to us not later than the close of business
on the tenth day following the day on which notice of the date of the 2009 annual meeting was mailed or
public disclosure was made. For example, if we provide notice of our 2009 annual meeting on April 14, 2009,
for a 2009 annual meeting on May 26, 2009, any such proposal or nomination will be considered untimely if
submitted to us after Aprit 24, 2009. For purposes of the above, “public disclosure” means disclosure in a
press release reported by the Dow Jones News Service, Associated Press or a comparable national news
service, or in a document publicly filed by us with the SEC. As described in our Bylaws, the stockholder
submission must include certain specified information concerning the proposal or nominee, as the case may
be, and information as to the stockholder’s ownership of our common stock. If a stockholder gives notice of
such a proposal after the deadline computed in accordance with our Bylaws, or the Bylaw Deadline, the




stockholder will not be permitted to present the proposal to our stockholders for a vote at the 2009 annual
meeting.

The rules of the SEC also establish a different deadline for submission of stockholder proposals that
are not intended to be included in our 2009 proxy statement with respect to discretionary voting, or the
Discretionary Vote Deadline. The Discretionary Vote Deadline for the 2009 annual \meeting is March 2,
2009, the date which is 45 calendar days prior to the one-year anniversary of the mailing date of this Proxy
Statement. If a stockholder gives notice of such a proposal after the Discretionary Vote Deadline, our proxy
holders will be allowed to use their discretionary voting authority to vote against the stockholder proposal
when and if the proposal is raised at the 2009 annual meeting.

Because the Bylaw Deadline is not capable of being determined until we publicly announce the date
of our 2009 annual meeting, it is possible that the Bylaw Deadline may occur after the Discretionary Vote
Deadline. In such a case, a proposal received after the Discretionary Vote Deadline but before the Bylaw
Deadline would be eligible to be presented at the 2009 annual meeting and we believe that our proxy holders
at such meeting would be allowed to use the discretionary authority granted by the proxy to vote against the
proposal at such meeting without including any disclosure of the proposal in the proxy statement relating to
such meeting.

CORPORATE GOVERNANCE AND OTHER MATTERS
Corporate Governance
Corporate Governance Guidelines

Our Board of Directors adopted Corporate Governance Guidelines in November 2002 that outline,
among other matters, the role and functions of the Board of Directors and the composition and responsibilities
of various committees of the Board of Directors. The Corporate Governance Guidelines are available, along
with other important corporate governance materials, at the investor relations section of our website at
www.echelon.com.

The Corporate Governance Guidelines provide, among other things, that:
¢ A majority of the directors must meet the independence criteria established by Nasdaq.

o If the Chairman of the Board is not an independent director, then a Presiding Director must be
appointed by the outside directors to assume the responsibility of chairing the regularly
scheduled meetings of outside directors.

e Our Board of Directors shall have a policy of holding separate meeting times for outside
directors.

¢ All of the members of the Nominating and Governance Committee, Audit Committee and
Compensation Committee must meet the criteria for independence established by Nasdaq,
except that the Board may make exceptions to this policy with respect to the Nominating and
Governance Committee that are consistent with regulatory requirements.




¢ Our Board of Directors shall have responsibility over such matters as overseeing our Chief
Executive Officer and other senior management in the competent and ethical operation of our
company, gathering and analyzing information obtained from management, retaining counsel
and expert advisors, and overseeing and monitoring the effectiveness of governance practices.

In March 2005, our Board of Directors appointed Robert R. Maxfield as Presiding Director. Pursuant
to the Corporate Governance Guidelines, the Presiding Director was selected by our non-employee directors
and assumed the responsibilities of chairing meetings of non-employee directors, serving as the liaison
between our Chief Executive Officer and our independent directors, approving Board of Directors mecting
agendas and schedules and information flow to our Board of Directors and such further responsibilitics that
the non-employee directors as a whole designate from time to time.

As the operation of the Board of Directors is a dynamic process, the Board of Directors regularly
reviews changing legal and regulatory requirements, evolving best practices and other developments.
Accordingly, the Board of Directors may modify the Corporate Governance Guidelines from time to time, as
it deems appropriate.

Consideration of Stockholder Recommendations and Neminations of Board Members

The Nominating and Corporate Governance Committee of our Board of Directors will consider both
recommendations and nominations from stockholders for candidates to our Board of Directors. A stockholder
who desires to recommend a candidate for election to our Board of Directors shall direct the recommendation
in writing to the Company Corporate Secretary, Echelon Corporation, 550 Meridian Avenue, San Jose,
California 95126, and must include the candidate’s name, home and business contact information, detailed
biographical data and qualifications, information regarding any relationships between the candidate and our
company within the last three years and evidence of the nominating person’s ownership of our stock and
amount of stock holdings. For a stockholder recommendation to be considered by the Nominating and
Corporate Governance Committee as a potential candidate at an annual meeting, nominations must be
received on or before the deadline for receipt of stockholder proposals.

If, instead, a stockholder desires to nominate a person directly for election to our Board of Directors,
the stockholder must follow the rules set forth by the SEC (see “Deadline for Receipt of Stockholder
Proposals” above) and meet the deadlines and other requirements set forth in our Bylaws, including, (1) as to
each person, if any, whom the stockholder proposes to nominate for election or re-clection as a director:

(a) the name, age, business address and residence address of such person, (b) the principal occupation or
employment of such person, (¢} the class and number of shares of our company which are beneficially owned
by such person, (d) any other information relating to such person that is required by law to be disclosed in
solicitations of proxies for election of directors and (¢) such person’s written consent to being named as a
nominee and to serving as a director if elected; and (2) as to the stockholder giving the notice: (a) the name
and address, as they appear on our company’s books, of such stockholder, (b) the class and number of shares
of our company which are beneficially owned by such stockholder and (c) a description of all arrangements or
understandings between such stockholder and each nominee and any other person or persons (naming such
person or persons) relating to the nomination.



Identifying and Evaluating Nominees for our Board of Directors

The Nominating and Corporate Governance Committee shall use the following procedures to identify
and evaluate the individuals that it selects, or recommends that our Board of Directors select, as director
nominees:

¢ The Committee shall review the qualifications of any candidates who have been properly
recommended or nominated by stockholders, as well as those candidates who have been
identified by management, individual members of our Board of Directors or, if the Committee
determines, a search firm. Such review may, in the Committee’s discretion, include a review
solely of information provided to the Committee or may also include discussions with persons
familiar with the candidate, an interview with the candidate or other actions that the Committee
deems proper,

e The Committee shail evaluate the performance and qualifications of individual members of our
Board of Directors eligible for re-election at the annual meeting of stockholders.

¢ The Committee shall consider the suitability of each candidate, including the current members of
our Board of Directors, in light of the current size and composition of our Board of Directors, In
evaluating the suitability of the candidates, the Committee considers many factors, including,
among other things, issues of character, judgment, independence, diversity, age, expertise,
diversity of experience, length of service, other commitments and the like. The Committee
evaluates such factors, among others, and considers each individual candidate in the context of
the current perceived needs of our Board of Directors as a whole. Except as may be required by
rules promulgated by Nasdaq or the SEC, it is the current sense of the Committee that there are
no specific minimum qualifications that must be met by each candidate for our Board of
Directors, nor are there specific qualities or skills that are necessary for one or more of the
members of our Board of Directors to possess.

e  After such review and consideration, the Committee selects, or recommends that our Board of
Directors select, the slate of director nominees, either at a meeting of the Commitiee at which a
quorum is present or by unanimous written consent of the Committee.

o The Committee will endeavor 10 notify, or cause to be notified, all director candidates of its
decision as to whether to nominate such individual for election to our Board of Directors.

Standards of Business Conduct

We have adopted a Code of Business Conduct and Ethics that applies to all directors, officers and
employees of Echelon. The Code of Business Conduct and Ethics can be viewed at the investor relations
section of our website at www.echelon.com. We will post any amendments to, or waivers from, our Code of
Business Conduct and Ethics at that location on our website.

Stockholder Communications

Any stockholder may contact any of our directors by writing to them by mail or express mail c/o
Echelon Corporation, $50 Mernidian Avenue, San Jose, California 95126,
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Any stockholder communications directed to our Board of Directors (other than concerns regarding
questionable accounting or auditing matters directed to the Audit Committee or otherwise in accordance with
our Financial Information Integrity Policy, which Financial Information Integrity Policy can be viewed at the
investor relations section of our website at www.echelon.com) will first go to our General Counsel, who will
log the date of receipt of the communication as well as (for non-confidential communications) the identity of
the correspondent in our stockholder communications log.

Unless the communication is marked “confidential,” our General Counsel will review, summarize
and, if appropriate, draft a response to the communication in a timely manner. The summary and response
will be in the form of a memo, which will become part of our stockholder communications log that our
General Counsel maintains with respect to all stockholder communications.

At least quarterly, or more frequently as our General Counsel deems appropriate, our General
Counsel will forward all such original stockholder communications along with the related memos to our
Board of Directors for review.

Any stockholder communication marked “confidential” will be logged by our General Counsel as
“received” but will not be reviewed, opened or otherwise held by our General Counsel. Such confidential
correspondence will be immediately forwarded to the addressee(s) without a memo or any other comment by
our General Counsel.

Meetings and Attendance of the Board of Directors and Committees of the Board of Directors
Attendance of Directors at 2007 Annual Meeting of Stockholders

It is the policy of our Board of Directors to strongly encourage board members to attend the annual
meeting of stockholders. All but one member of our Board of Directors attended in person our annual meeting
of stockholders on May 15, 2007.

Attendance at Board and Committee Meetings

Our Board of Directors held seven meetings in 2007. Each director is expected to attend each
meeting of our Board of Directors and those Committees on which he or she serves. During 2007, no director
attended fewer than 75% of the aggregate of (i) the total number of meetings of our Board of Directors and
(ii) the total number of meetings held by all committees of our Board of Directors on which such director
served. During 2007, certain matters were approved by our Board of Directors or a committee of our Board of
Directors by unanimous written consent.

Committees of the Board of Directors

Our Board of Directors currently has a standing Audit Committee, Compensation Committee, and
Nominating and Corporate Governance Committee. Each of the Audit Committee, Compensation Committee,
and Nominating and Corporate Governance Committee has a written charter that has been approved by our
Board of Directors, copies of which can be viewed at the investor relations section of our website at
www .echelon.com, Pursuant to our 1997 Stock Option Plan, our Board delegated authority to our Chief
Executive Officer, Mr. Oshman, 1o grant stock options and performance shares to employees who are not
executive officers of up to a maximum of 25,000 shares per person per year and, generally, up to an aggregate
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of 250,000 shares per year. The Compensation Committee, Audit Committee, and Nominating and Corporate
Governance Committee are described as follows:

Compensation Committee

In 2007, the Compensation Committee consisted of directors Armas Clifford Markkula, Jr., Robert R.
Maxfield and Richard M. Moley. The current members of the Compensation Comnittee are Armas Clifford
Markkula, Jr., Robert R. Maxfield (Chair) and Richard M. Moley. The Compensation Committee held three
meetings in 2007. The purposes of the Compensation Committee are to:

o discharge the responsibilities of our Board of Directors relating to compensation of our executive
officers;

* approve and evaluate executive officer compensation plans, policies and programs; and
¢ produce an annual report on executive compensation for inclusion in our proxy statement.

The responsibilities of the Compensation Committee include annually reviewing and approving, for
our Chief Executive Officer and our other executive officers, (1) annual base salary, (2) annual incentive
bonus, including the specific goals and amount, (3) equity compensation, (4) employment agreements,
severance arrangements and change in control agreements and provisions and (5) any other benefits,
compensation or arrangements; and conducting an annual review of the performance of our Chief Executive
Officer.

Audit Committee

In 2007, the Audit Committee consisted of directors Robert J. Finocchio, Jr., Robert R. Maxfield and
Betsy Rafael. The current members of the Audit Committee are Robyn M. Denholm, Robert J. Finocchio, Jr.
(Chair) and Betsy Rafael. Our Board of Directors has determined that directors Denholm, Finocchio and
Rafael are “audit committee financial experts,” as that term is defined in Item 401(h) of Regulation S-K of the
Securities Act of 1933, as amended, and that all members of our Audit Committee are independent within the
meaning of Rule 4200(a)(15) of the listing standards of the Marketplace Rules of the Nasdagq Stock Market.
The Audit Committee held five meetings in 2007. The purposes of the Audit Committee are to:

e oversee our accounting and financial reporting processes and the internal and external audits of
our financial statements;

® assist our Board of Directors in the oversight and monitoring of (1) the integrity of our financial
statements, (2) our compliance with legal and regulatory requirements, (3) the independent
auditor’s qualifications, independence and performance and (4) our internal accounting and
financial controls;

¢ outline to our Board of Directors the results of its monitoring and recommendations derived
therefrom and improvements made, or to be made, in internal accounting controls;

e prepare the report that the rules of the SEC require to be included in our annual proxy statement;

* appoint our independent registered public accounting firm; and
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¢ provide to our Board of Directors such additional information and materials as it may deem
necessary to make our Board of Directors aware of significant financial matters that require the
attention of our Board of Directors.

The responsibilities of the Audit Committee include the continuous review of the adequacy of our
system of internal controls; oversight of the work of our independent registered public accounting firm,
including a post-audit review of the financial statements and audit findings; oversight of compliance with
SEC requirements regarding audit related matters; review, in conjunction with counsel, any legal matters that
could significantly impact our financial statements; and oversight and review of our information technology
and management information systems policies and risk management policies, including our investment
policies.

Neminating and Corporate Governance Committee

In 2007, the Nominating and Corporate Governance Committee consisted of directors Armas Clifford
Markkula, Jr., Richard M. Moley and Larry Sonsini. The current members of the Nominating and Corporate
Governance Committee are Armas Clifford Markkula, Jr., Richard M. Moley and Larry Sonsini (Chair). The
Nominating and Corporate Governance Committee held one meeting in 2007. The purposes of the
Nominating and Corporate Governance Committee are to:

e assist our Board of Directors by identifying prospective director nominees and to recommend to
our Board of Directors the director nominees for the next annual meeting of stockholders;

e develop and recommend to our Board of Directors the governance principles applicable to our
company;

e oversee the evaluation of our Board of Directors and management; and
o recommend to our Board of Directors director nominees for each committee.

The responsibilities of the Nominating and Corporate Governance Committee include evaluating the
composition, organization and governance of our Board of Directors and its committees, including
determining future requirements; overseeing the performance evaluation process of our Board of Directors;
making recommendations to our Board of Directors concerning the appointment of directors to committees,
selecting Board committee chairs and proposing the slate of directors for election; and making
recommendations to our Board of Directors regarding compensation for non-employee directors and Board
committee members.

Director Independence

Qur Board of Directors has affirmatively determined that each of its members, other than M. Kenneth
Oshman, are independent directors under the listing standards of the Marketplace Rules of the Nasdaq Stock
Market and applicable SEC rules, and that all of its members, other than Mr. Oshman, Ms. Rafael, who joined
our Board of Directors in November 2005, and Ms. Denhalm, who joined our Board of Directors in February
2008, were independent directors under the listing standards of the Marketplace Rules of the Nasdaq Stock
Market in the three prior years.
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Our Board of Directors has also determined that all directors serving as members of our Audit
Committee, Compensation Committee, and Nominating and Corporate Governance Committee are
independent under the Nasdaq listing standards and the rules of the SEC. Additionally, our Board of Directors
has determined that all members of the Compensation Committee meet the non-employee definition of Rule
16b-3 promulgated under Section 16 of the Securities Exchange Act of 1934, as amended, and the outside
director definition of Section 162(m) of the Internal Revenue Code of 1986, as amended.

Director Compensation

In November 2002, our Board of Directors determined that in consideratien for service on our Board
of Directors, each non-employee director shall receive a cash payment of $20,000 per fiscal year, to be
payable on or before the day of the first meeting of our Board of Directors in each fiscal year. On February 8,
2007, our Board of Directors approved changes to the cash compensation payable to the non-employee
directors. Accordingly, beginning in 2007 the cash compensation payable to each non-employee director was
increased to $40,000 per fiscal year, to be paid quarterly.

In addition, in consideration for service on our Board of Directors or on one or more of our
Compensation and/or Nominating and Corporate Governance Committees of our Board of Directors, each
non-employee director shall receive a cash payment of $1,000 per Board of Directors meeting or Committee
mecting attended, to be payable on the date of each such meeting so attended. We also determined that in
consideration of the significantly greater time commitment and potential risk exposure for serving as a
member of our Audit Committee, each director shall receive a cash payment of $2,000 per Audit Committee
meeting attended, to be payable on the date of each such meeting so attended.

Furthermore, non-employee directors are eligible to participate in our 1998 Director Option Plan
which provides for the automatic grant of an option to purchase 25,000 shares of common stock to each non-
employee director who first becomes a non-employee director after May 29, 1998. Additionally, each non-
employee director shall automatically be granted a 10,000 share option on the date of each annual meeting of
stockholders, provided he or she is re-elected to our Board of Directors or otherwise remains on our Board of
Directors on such date and provided that on such date he or she shall have served on our Board of Directors
for at least the preceding six months. All options granted under this plan are fully vested at grant. On May 15,
2007, the date of our 2007 annual meeting of stockholders, directors Finocchio, Markkula, Maxfield, Moley,
Rafael and Sonsini were each granted a 10,000 share option at a per share exercise price of $13.74. Our 1998
Director Option Plan expires on July 27, 2008.

-14-




Director Summary Compensation Table for Fiscal 2007

The table below summarizes the compensation paid by our company to non-employee directors for
the fiscal year ended December 31, 2007.

Change in
Pension Value
and
Fees Nongualified
Earned or Option Non-Equity Deferred
Paid in Stock Awards Incentive Plan Compensation All Other
Cash Awards [£.3] Compensation Earnings Compensation Total
Name 5 ® (IH2)3) (3} ($) () (%)
Robert J. Finocchio, Jr............ 55,000 — 33,112 — — — 88,112
Armasg Clifford Markkula, Jr. ... 50,000 — 33,112 — — — 83,112
Robert R, Maxfield......coeennee 60,000 — 33112 — — — 93,112
Richard M. Moley........ccc...... 51,000 — 33,112 — — — 84,112
Betsy Rafael......c.oooirerrinnnn 52,000 — 33,112 — —_ — 85,112
Larry W. Sonsini......c..coeuernnee.. 47,000 — 33,112 = o — 80,112

(1)} Reflects the dollar amount recognized for financial statement reporting purposes (disregarding an estimate of forfeitures) for
fiscal 2007, in accordance with SFAS 123R, and thus may include amounts from awards granted in and prior to 2007. The
assumptions used in the valuation of these awards arc set forth in the notes to our consolidated financial statements, which are
included in our Annuat Report on Form 10-K for the year ended December 31, 2007, filed with the SEC on March 17, 2008,
These amounts do not correspond to the actual value that will be recognized by the directors.

(2) In fiscal 2007, each non-employee director serving in such capacity for at least six months prior to the May 15, 2007 date of our
2007 annual meeting of stockholders was granted on such date a fully vested option 1o purchase 10.000 shares of our common
stock at a per share exercise price of §13.74.

(3) As of December 31, 2007, the aggregate number of shares underlying options outstanding for each of our non-employee
directors was:

Aggregate Number of

Name Shares
Robert J. Finocchio, Jr. .o, 50,000
Armas Clifford Markkula, Jr........oooveeeiie 50,000
Robert R. Maxfield 30,000
Richard M, Moley ..o 50,000
Betsy Rafael......coooooivooieoieeeeeeeeeeeen, : 10,000
Larry W. SONSIM .cocvrecr e 50,000
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PROPOSAL ONE
ELECTION OF DIRECTORS
General

We currently have eight members on our Board of Directors. OQur Board of Directors is divided into
three classes, with each director serving a three-year term and one class being elected at each year’s annual
meeting of stockholders. Directors M. Kenneth Oshman and Larry W. Sonsini are the Class A directors whose
terms will expire at the 2008 Annual Meeting of Stockholders and they have been nominated by our Board of
Directors for reelection at the Annual Meeting of Stockholders to be held May 27, 2008. Directors Robert J.
Finocchio, Jr., Armas Clifford Markkula, Jr. and Robert R, Maxfield are the Class B directors whose terms
will expire at the 2009 Annual Meeting of Stockholders and Robyn M. Denholm, Richard M. Moley and
Betsy Rafael are the Class C directors whose terms will expire at the 2010 Annual Meeting of Stockholders.
All of the directors, including the Class A nominees, are incumbent directors. There are no family
relationships among any of cur directors or executive officers, including any of the nominees mentioned
above. Unless otherwise instructed, the holders of proxies solicited by this Proxy Statement will vote the
proxies received by them for the two Class A nominees. In the event that any nominee is unable or declines to
serve as a director at the time of the annual meeting, the proxy holders will vote for a nominee designated by
the present Board of Directors to fill the vacancy. We are not aware of any reason that any nominee will be
unable or will decline to serve as a director. Our Board of Directors recommends a vote “FOR” the election of
each of the Class A nominees listed above.

Director Information
Current Directors

The names of the members of our Board of Directors, including the Class A nominees, their ages as
of March 31, 2008 and certain information about them, are set forth below.

Name Age Principal Occupation

M. Kenneth Oshman (1) (2).oeeereiorinncenene 67  Chairman of the Board and Chief Executive Officer of Echelon

Robyn M. Denholm (3) ..o 44  Chief Financial Officer of Juniper Networks, Inc.

Robert J. Finocchio, Jr. (3).cvceiiiniiinins 56  Corporate director, private investor and part time professor

Armas Clifford Markkula, Jr. (4) (5) ........... 66  Vice Chairman of the Board of Directors of Echelon

Robert R. Maxfield (4)......ocooovicvicrenirninnene 66  Private investor

Richard M. Moley (4) (5) .o 69  Private investor

Betsy Rafael (3)...cccooeiieeeiiiiie 46 Vice President, Corporate Controller and Principal Accounting
Executive of Apple, Inc.

Larry W. Sonsini (2) (5)..cecceeeeciniinniicnnne 67  Chairman of Wilson Sonsini Goodrich & Rosati, P.C.

(1) Member of the Stock Option Committee.

(2) Denotes nominee for election at the 2008 Annual Meeting of Stockholders.
(3) Member of the Audit Committee.

(4) Member of the Compensation Committee.

(5) Member of the Nominating and Corporate Governance Committee.
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Director Biographies

M. Kenneth Oshman has been Chief Executive Officer of our company since December 1988 and
Chairman of our Board of Directors since September 1989. He also served as our President from 1988 to
2001. Mr. Oshman, with three associates, founded ROLM Corporation, a telecommunications equipment
company, in 1969. He was Chief Exccutive Officer, President and a director at ROLM from its founding until
its merger with IBM in 1984. Following the merger, he became a Vice President of IBM and a member of its
Corporate Management Board. He remained in that position until 1986. Prior to founding ROLM,

Mr. Oshman was a member of the technical staff at Sylvania Electric Products from 1963 to 1969.
Mr. Oshman also serves as a director of Sun Microsystems. Mr. Oshman earned B.A. and B.S.E.E. degrees
from Rice University and M.S. and Ph.D. degrees in Electrical Engineering from Stanford University.

Robyn M. Denholm has been a director of our company since February 2008. Ms. Denholm is
currently Chief Financial Officer of Juniper Networks. Prior to joining Juniper Networks in August 2007, Ms.
Denholm was employed at Sun Microsystems where she served as Senior Vice President, Corporate Strategic
Planning. In that role, she was responsible for Sun’s corporate operating system, and the global sales and
service administration function and she served as the leader of Sun’s business transformation initiative. Ms.
Denholm joined Sun in 1996 and served in executive assignments that included Senior Vice President,
Finance; Vice President and Corporate Controller (Chief Accounting Officer); Vice President, Finance;
Service Division, Director, Shared Financial Services APAC and Controller, Australia’/New Zealand. Prior to
joining Sun, Ms. Denholm served at Toyota Motor Corporation Australia for seven years and at Arthur
Andersen and Company for five years, in various finance assignments. Ms. Denholm is a Fellow of the
Institute of Chartered Accountants of Australia and holds a Bachelors degree in Economics from the
University of Sydney and a Masters of Commerce degree from the University of New South Wales.

Robert J. Finocchio, Jr. has been a director of our company since 1999. Mr. Finocchio served as
Chairman of the Board of Informix Corporation, an information management software company, from August
1997 to September 2000. Since September 2000, Mr. Finocchio has been a dean’s executive professor at
Santa Clara University’s Leavey School of Business. From July 1997 until July 1999, Mr. Finocchio served
as President and Chief Executive Officer of Informix. From December 1988 until May 1997, Mr. Finocchio
was employed with 3Com Corperation, a global data networking company, where he held various positions,
most recently serving as President, 3Com Systems. Mr. Finocchio also serves as a director of Altera Corp. and
Sun Microsystems. Mr. Finocchio is a Trustee of Santa Clara University. Mr. Finocchio holds a B.S. degree
in Economics from Santa Clara University and an M.B.A. degree from the Harvard Business School.

Armas Clifford Markkula, Jr. is the founder of our company and has served as a director since 1988.
He has been Vice Chairman of our Board of Directors since 1989. Mr. Markkula was Chairman of the Board
of Apple Computer from January 1977 to May 1983 and from October 1993 to February 1996 and was a
director from 1977 to 1997. A founder of Apple, he held a variety of positions there, including _
President/Chief Executive Officer and Vice President of Marketing. Prior to founding Apple, Mr. Markkula
was with Intel Corporation as Marketing Manager, Fairchild Camera and Instrument Corporation as
Marketing Manager in the Semiconductor Division, and Hughes Aircraft as a member of the technical staff in
the company’s research and development laboratory, Mr. Markkula is a trustee of Santa Clara University. Mr.
Markkula received B.S. and M.S. degrees in Electrical Engineering from the University of Southern
California.

Robert R. Maxfield has been a director of our company since 1989, He was a co-founder of ROLM in
1969, and served as Executive Vice President and a director until ROLM’s merger with IBM in 1984,
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Following the merger, he continued to serve as Vice President of ROLM until 1988, Since 1988, he has been
a private investor. Dr. Maxfield was a venture partner with Kleiner, Perkins, Caufield & Byers, a venture
capital firm, from 1989 to 1992. Dr. Maxfield received B.A. and B.S.E.E. degrees from Rice University, and
M.S. and Ph.D. degrees in Electrical Engineering from Stanford University.

Richard M. Moley has been a director of our company since 1997. Since August 1997, Mr. Moley has
been a private investor. From July 1996 to August 1997, he served as Senior Vice President, Wide Area
Business Unit and as a director of Cisco Systems, following Cisco Systems’ purchase of StrataCom, where he
was Chairman of the Board, Chief Executive Officer and President. Mr. Moley also serves as a director of
Linear Technology. Mr. Moley received a B.S. degree in Electrical Engineering from Manchester University,
an M.S. degree in Electrical Engineering from Stanford University and an M.B.A. degree from Santa Clara
University.

Betsy Rafael has been a director of our company since November 2005. Since August 2007, Ms.
Rafael has held the position of Vice President and Corporate Controller for Apple and was appointed to the
additional role of Principal Accounting Executive in January 2008. From September 2006 to August 2007,
Ms. Rafael held the position of Vice President, Corporate Finance for Cisco Systems. From April 2002 to
September 2006, she served as Vice President, Corporate Controller and Principal Accounting Officer of
Cisco Systems. From December 2000 to April 2002, Ms. Rafael was the Executive Vice President, Chief
Financial Officer, and Chief Administrative Officer of Aspect Communications, Inc., a provider of customer
relationship portals. From April 2000 to November 2000, Ms. Rafael was Senior Vice-President and CFO of
Escalate Inc., an enterprise e-commerce application service provider. From 1994 to 2000, Ms. Rafael held a
number of senior positions at Silicon Graphics, culminating her career at Silicon Graphics as Senior Vice
President and Chief Financial Officer. Prior to SG1, Ms. Rafael held senior management positions in finance
with Sun Microsystems and Apple Computer. Ms. Rafael began her career with Arthur Young & Company.
Ms. Rafael received a B.S.C. degree in Accounting from Santa Clara University.

Larry W. Sonsini has been a director of our company since 1993. Mr. Sonsini serves as Chairman of
the law firm of Wilson Sonsini Goodrich & Rosati, P.C., where he has practiced since 1966. Mr. Sonsini
received an A.B. degree in Political Science and Economcs and an L.L.B. degree from the University of
California at Berkeley. '

Class A Director Nominees

M. Kenneth Oshman
Larry W, Sonsini

Vote Required

Directors shall be elected by a plurality vote. The two Class A nominees for director receiving the
highest number of affirmative votes of the shares entitled to be voted for them shall be elected as directors.
Voles against, abstentions and broker non-votes have no legal effect on the election of directors due to the
fact that such elections are by a plurality,

Board Recommendation

OUR BOARD OF DIRECTORS UNANIMOUSLY RECOMMENDS A VOTE “FOR” THE
PROPOSED SLATE OF CLASS A DIRECTORS.
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PROPOSAL TWO

RATIFICATION OF APPOINTMENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING
FIRM

With authority granted by our Board of Directors, the Audit Committee of our Board of Directors has
appointed KPMG LLP as our independent registered public accounting firm to audit our consolidated
financial statements for the fiscal year ending December 31, 2008, and our Board of Directors recommends
that our stockholders vote “FOR™ ratification of such appointment.

KPMG LLP was originally appointed as our independent registered public accounting firm on
March 21, 2002, when we retained the firm to perform the annual audit of our financial statements for the
fiscal year ending December 31, 2002. A representative of KPMG LLP is expected to be present at the annual
meeting, will have an opportunity to make a statement if he or she so desires and is expected to be available to
respond to appropriate questions from our stockholders.

" Audit and Non-Audit Fees

The following table sets forth fees for services KPMG LLP provided during fiscal years 2007 and

2006:
2007 2006
AUIE EES (1) ittt e bes s v $ 914,000 $ 925,000
Audit-related fees......cviiie i ) -
TAX FES vivurevriinteieiriereereeseessissnsneeseesssaranresssasssesnssnsens 3 - 5 -
All other fees (2) ..o v $ 45814 § 40,000
TOUAL <o n 5._959.814 $_ 965000

(1) Represents fees for professional services provided in connection with the audit of our annual financial
statements and review of our quarterly financial statements, advice on accounting matters that arose during
the audit and audit services provided in connection with other statutory or regulatory filings. The audit fees
for 2007 represent the amount billed to our company as of the date of this Proxy Statement.

(2} Represents fees for consultation and due diligence assistance regarding acquisitions that we did not pursue.

Our Audit Committee has considered whether the non-audit services provided by KPMG LLP are
compatible with maintaining the independence of KPMG LLP and has concluded that the independence of
KPMG LLP is maintained and is not compromised by the services provided. In accordance with its charter,
the Audit Committee approves in advance all audit and non-audit services to be provided by KPMG LLP.
During fiscal year 2007, 100% of the services were pre-approved by the Audit Committee in accordance with
this policy.

Stockholder ratification of the selection of KPMG LLP as our independent registered public
accounting firm is not required by our Bylaws or other applicable legal requirement. However, our Board of
Directors is submitting the selection of KPMG LLP to our stockholders for ratification as a matter of good
corporate practice. If our stockholders fail to ratify the selection, the Audit Committee will reconsider whether
or not to retain that firm. Even if the selection is ratified, the Audit Committee at its discretton may direct the
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appointment of a different independent accounting firm at any time during the year if it determines that such a
change would be in our best interests and the best interests of our stockholders.

SHARE OWNERSHIP BY PRINCIPAL STOCKHOLDERS AND MANAGEMENT

To our knowledge, the following table sets forth certain information with respect to beneficial
ownership of our common stock, as of February 29, 2008, for:

e each person who we know beneficially owns more than 5% of our common stock;
e each of our directors;

e cach of our executive officers set forth in the Summary Compensation Table; and
o all of our directors and executive officers as a group.

Beneficial ownership is determined in accordance with the rules of the SEC and includes voting or
investment power with respect to the securities. Except as indicated by footnote, and subject to applicable
community property laws, each person identified in the table possesses sole voting and investment power with
respect to all shares of common stock shown held by them. The number of shares of common stock
cutstanding used in calculating the percentage for each listed person includes shares of common stock
underlying options held by such person that are exercisable within 60 calendar days of February 29, 2008, but
excludes shares of common stock underlying options held by any other person. Percentage of beneficial
ownership is based on 40,810,133 shares of common stock outstanding as of February 29, 2008.

Shares Percentage
Beneficially Beneficially

Name Owned Owned
5% Stockholders:
ENEL Investment Holding BV (1) ..o e 3,000,000 7.4%
INVESCO LEd. (2) ittt et en e n e e 2,586,282 6.3%
Directors and Executive Officers:
M. Kenneth Oshman (3) (4) ..ovioeeeere s e e 5,760,481 13.9%
Armas Clifford Marklcula, Jr. (4) (5) oo 1,822,038 4.5%
Beatrice YOormark (4) (6).....occovviviiiniiiniinneieerne et 1,057,652 2.6%
Oliver R, Stanfiefd (4) (T) .ooov e ena e 865,821 2.1%
Frederik H. Bruggink (4) ..ot 443,443 1.1%
Robert R. Maxfield (4) (B) ..ot eeee e 380,137 *
Richard M. Moley {4). oot saes e bes b ene 205,589 *
Russell Harris (4} ..ot e 144,537 *
Robert J. FINoCChio, Jr. (4) e a e s nsn e ene e 95,000 *
Larry W. S0onSini (4)..cc.ooi e iiiesre s e e e s sbs e s see s e sresees 64,261 *
Robyn M. Denholim (4) ..ottt e 25,000 *
Betsy Rafael (4) ..o e s 10,000 *
All directors and executive officers as a group (14 persons) (4)......cccocoeeee.. 11,196,142 26.0%

* Less than 1%.

{1) Affiliate of Enel S.p.A. Principal address is Viale Regina Margherita 137, Rome, Italy 00198.

(2)  The shares are held by PowerShares Capital Management Ireland LTD and PowerShares Capital Management
LLC, subsidiaries of Invesco Ltd. (“Invesco™), as disclosed in a Schedule 13G/A filed by Invesco with the SEC on
February 13, 2008. The address of Invesco is 1360 Peachtree Street NE, Atlanta, GA 30309,
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Mr. Oshman’s principal address is c/o Echelon Corporation, 550 Meridian Avenue, San Jose, California 95126.
Includes (i) 3,543,434 shares held by M. Kenneth Oshman and Barbara S. Oshman, Trustees of the Oshman Trust
dated July 10, 1979, (ii) 175,706 shares held by M. Kenneth Oshman, Trustee of the M. Kenneth Oshman Annuity
Trust H dated February 15, 2007, (iii) 175,706 shares held by M. Kenneth Oshman, Trustee of the Barbara S.
Oshman Annuity Trust Il dated February 15, 2007, (iv) 299,072 shares held by M. Kenneth Oshman, Trustee of
the M. Kenneth Oshman 2008 Annuity Trust dated February 19, 2008, (v) 299,072 shares held by M. Kenneth
Qshman, Trustee of the Barbara S. Oshman 2008 Annuity Trust dated February 19, 2008, and (vi) 488,428 shares
held by O-S Ventures, of which Mr. Oshman is general partner.

Includes, for the applicable director or executive officer, the following shares exercisable within 60 days of
February 29, 2008 upon the exercise of options and/or stock settled stock appreciation rights, or SARs. The
number of shares issued upon the exercise of SARs will be reduced at the time of exercise by (i) a number of
shares sufficient to cover the grant price times the number of shares with respect to which the SAR is being
exercised plus (ii) a number of shares sufficient to cover the amount of certain minimum withholding taxes due at
the time of exercise. The number of shares withheld to cover the grant price and withholding taxes will be
calculated based on the fair market value of our common stock on the date of exercise.

Options SARs
e M. Kenneth Oshman 765,000 14,063
¢  Armas Clifford Markkula, Jr. 50,000 0
¢ Beatrice Yormark 255,000 9,375
®  QOliver R. Stanfield 255,000 6,375
¢  Frederik H. Bruggink 207,500 6,563
e Robert R. Maxfield 30,000 0
®* Richard M. Moley 50,000 0
e Russell Harris 133,603 6,563
e Robert J. Finocchio, Jr. 50,000 0
& Larry W. Sonsini 50,000 0
* Robyn M, Denholm 25,000 0
® Betsy Rafael 10,000 0
e  All directors and executive officers as a group 2,160,685 59,065

Includes 1,635,110 shares held by Armas Clifford Markkula, Jr. and Linda Kathryn Markkula, Trustees of the
Restated Arlin Trust Dated December 12, 1990, and 136,928 shares held by the Markkula Family Limited
Partnership. Mr. Markkula and his spouse disclaim beneficial ownership of all but 27,500 of the shares held by the
Markkula Family Limited Partnership.

Includes 793,277 shares held by Justin C. Walker and Beatrice Yormark Trustees of the Walker-Yormark Family
Trust Dated October 2, 1992.

Includes 530,596 shares by held by Oliver Rueben Stanfield and Janet Helen Stanfield, Trustees of the Stanfield
Family Trust UDT dated February 2, 2001, and 250 shares held by Mr. Stanfield’s spouse.

Includes 350,137 shares held by Robert R. Maxfield, Trustee UA DTD 12/14/87.
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EXECUTIVE COMPENSATION AND RELATED MATTERS
Compensation Discussion and Analysis
Overview of Compensation f’rogram and Philosophy
Our executive compensation programs are designed to meet the following objectives:

o Attract and retain highly qualified executives with a view to the competitive nature of the
marketplace in the Silicon Valley and other areas in which we may seek executive talent;

e Provide an executive compensation structure that is not only competitive in our geographic
and industry areas, but is internally equitable and consistent based on the level of
responsibilities for each executive position;

¢ Motivate our executives to perform to the best of their abilities; and

¢ Align the interests of our executives with those of our stockholders by linking our financial
and operating results to compensation paid to executive officers.

These objectives fit within our overall compensation philesophy by helping to continuously improve
our company’s performance, secure the future potential of our business, enhance stockholder value, provide
proper compliance with regulatory and related requirements, and create a cohesive executive team.

To meet these objectives, we have implemented an executive compensation program based on the
following policies:

e Pay cash compensation in the form of executive base pay that is competitive with the
practices of other leading high technology companies in our area; and

e Pay for performance:

o by providing long-term, significant incentives in the form of equity compensation
awards, which include stock options, performance shares (also referred to as “restricted
stock units’’), and/or stock appreciation rights (also referred to as “SARs”), in order to
retain those individuals with the leadership abilities necessary to increase long-term
stockholder value; and :

o through a management bonus plan that is based upon our company’s strategic business or
operating objectives.

The Compensation Committee is responsible for ensuring compliance with these objectives and
policies. Accordingly, the Compensation Committee reviews and approves our company's annual
compensation arrangements with our executive officers, including annual base salary, annual incentive bonus,
equity compensation, and other benefits or compensation. In performing these duties, the Compensation
Committee obtains the assistance of compensation consultants from time to time, is supported by our Human
Resources Department, and receives input from our executive management.
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Our executive team is currently comprised of the following individuals:

Titte Name
Chief Executive Officer: M. Kenneth Oshman’
President and Chief Operating Officer: Beatrice Yormark
Executive Vice President and Chief Financial Officer: Oliver R. Stanfield
Senior Vice President and General Counsel: Kathleen B. Bloch

Senior Vice President — General Manager/Service Provider Group:  Frederik H. Bruggink
Senior Vice President of Operations and Hardware Engineering: Russell Harris
Senior Vice President of Sales and Marketing: Anders Axelsson

Throughout this proxy statement, our executive team is referred to as the “executive officers” and
includes our “Nanted Executive Officers.”

Role of our Compensation Committee

Our Compensation Committee approves, administers and interprets our executive compensation and
benefits plans and policies, including our stockholder-approved Amended and Restated 1997 Stock Plan. Our
Compensation Committee is appointed by our Board of Directors, and consists entirely of directors who are
independent for purposes of the listing standards of the Nasdaq Stock Market, “outside directors” for purposes
of Section 162(m) of the Internal Revenue Code of 1986, as amended, and “non-employee directors” for
purposes of Rule 16b-3 under the Securities Exchange Act of 1934, as amended. The members of our
Compensation Committee are Armas Clifford Markkula, Jr., Robert R. Maxfield and Richard M. Moley, and
the Committee is chaired by Mr. Maxfield. Our Compensation Committee operates under a written charter
adopted by our Board of Directors which is available at the Investor Relations section of our website at
www.echelon.com. The Compensation Committee held three meetings during 2007.

Role of Executive Officers in Compensation Decisions

Our Chief Executive Officer and Chief Operating Officer review the performance of each
other officer, including the Named Executive Officers (with our Chief Executive Officer reviewing the
performance of cur Chief Operating Officer), and present their findings to our Compensation Committee,
together with recommendations for compensation structures applicable to the subject year. The Compensation
Committee alone or in consultation with the full Board of Directors reviews our Chief Executive Officer’s
performance. The Compensation Committee considers these findings and recommendations, but makes its
own final determinations. This review process is generaily conducted twice each year: first, in advance of
annual salary adjustments and the adoption of the annual management bonus program described below, and
second, in connection with the annual equity compensation award.
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Role of Compensation Consultants and Benchmarking

The Compensation Committee has the authority to engage its own independent advisors to
assist in carrying out its responsibilities. For example, in 2006, the Compensation Committee engaged
Compensia, a management compensation consulting firm, regarding key trends and observations for
executive equity compensation practices by peer companies. This independent compensation consulitant did
not provide any other services to our company and received compensation only with respect to the services
provided to the Compensation Committee. The Committee did not engage an independent consultant in 2007.

Each year, our company and the Compensation Committee use benchmarking to assess the
competitiveness of the compensation of our officers in light of the compensation offered to executives at other
companies. These peer companies are not limited to competitors, given the complex nature of our company’s
business and the geographic locations in which we compete for talent. In 2007, the Compensation Committee
relied on data from AON Radford Surveys -+ Consulting and salary.com. Generally, with respect to the
Radford data, the Compensation Committee considered companies in Northern California, in peer groups
defined as the “software and networking industry” and the “electronics, electronic equipment and
semiconductor industry,” with revenue of between $200 million and $500 million and between $500 million
and $1.0 billion. While these revenue ranges are greater than the Company’s revenue for 2006 or 2007, the
Compensation Committee considered that we compete for talent with larger companies. The Compensation
Committee also reviewed international data provided by the Radford survey, where appropriate. In the
salary.com survey data, the Committee also drew from data for the San Jose, California area and the energy
and utility industry.

The following companies were included in the relevant peer groups:

Ariba Eclipsys Openwave

BEA Systems Extreme Networks Salesforce.com
Brocade Communications Foundry Networks Synopsis

Business Objects Informatica Tivo

Cadence Design Systems Interwoven Ubisoft

Dolby Laboratories Macrovisision Wind River Systems

The overall competitive data presented included base salary and formal incentive
compensation in the 25", 50" and 75" percentile and average compensation information. We generally target
salaries to be in approximately the 75th percentile of peer group companies, although other factors, such as
individual performance, experience and responsibilities; maintaining internal consistency of compensation for
similarly situated officers; and company performance, are also important.
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Elements of Compensation

Our executive officers’ compensation, as is the case with all of our officers, has three primary
components:

e Base salary;
s  Participation in the management bonus plan; and
e Participation in the annual equity compensation award.

In addition, we provide our executive officers with employee benefits that are generally available to
all salaried employees in the geographical tocation in which they are based. We do not provide pension
arrangements, post-termination payments, deferred compensation or other similar benefits to our executive
officers, except that in the case of our Senior Vice President-General Manager/Service Provider Group, who
is employed by our Netherlands subsidiary, we provide termination and pension payments as mandated by
Dutch law.,

We believe that this combination of elements provides an appropriate mix of fixed and variable pay,
balances short-term operational performance with long-term stockholder value, and is conducive to executive
recruitment and retention.

Base Salaries

Base salaries are designed to compensate our Named Executive Officers for services rendered
during the year, and to meet competitive norms and reward performance on an annual basis. As outlined
above under “Role of Compensation Consultants and Benchmarking,” we rely on data from the Radford
survey and salary.com, as well as general market sources, to keep our base salaries competitive when
compared to the noted peer companies.

Salaries are reviewed each year in light of individual performance. The Compensation
Committee and management also give significant weight to each officer’s salary as it compares to that of
other officers on our executive team, as well as to our company’s overall financial and operating resuits.
During 2007, our company continued to invest in our Networked Energy Services (NES) products and, as
projected by management, we realized a net loss for the fiscal year ended December 31, 2007. As a result,
after considering the projected financial performance of our company at the time, and taking into account the
recommendations of our Chief Executive Officer and Chief Operating Officer, the Compensation Committee
determined generally to limit salary increases for our officers, including our executive officers, to an increase
of 4.0% from 2006 to 2007. The Compensation Committee also met in December 2007 to consider salaries
for our officers, including our executive otficers for 2008. The Compensation Committee limited base salary
increases from 2007 to 2008 to between 2.98% and 6.00%, with most increases in the 3.0% range.

Management Bonus Plan

We have a management bonus plan that is intended to motivate key members of management,
including our executive officers, to perform well and achieve important company objectives. The amount of
the management bonus is determined based on each manager’s expected contribution to the overall cutcome
of our company’s performance objectives, and also reflects market conditions. Under the terms of the
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management bonus plan, the management bonus may be paid in cash or other forms of compensation,
including performance shares, and vesting requircments may be imposed, as determined by our Compensation
Committee in its discretion.

Afler reviewing the recommendations of our Chief Executive Officer and Chief Operating
Officer, the Compensation Committee selects which of our employees (and employees of our subsidiaries)
will be eligible to receive awards under the management bonus plan. The actual number of employees who
will be eligible to receive an award under the bonus plan in any year cannot be determined in advance
because the Compensation Committee has the discretion to select the participants. However, it is expected
that approximately 20 employees would participate in the bonus plan in any year, for each performance
period. For 2007, 18 employees were cligible to participate in the management bonus plan. For 2008, we
expect that 16 employees will be eligible to participate in the management bonus plan. The Compensation
Committee generally will assign a target award and one or more goals that must be achieved before an award
will actually be paid to a participant. The award may be expressed as a percentage of the participant’s salary,
or may be designated as a dollar amount or based on some other metric as determined by the Compensation
Committee. Performance metrics might include cash position, earnings per share, individual objectives, net
income, operating cash flow, operating income, return on assets, return on equity, revenue, total stockholder
return, or other metrics.

The management bonus plan was approved by our stockholders in May 2004, Our Board of
Directors may amend or terminate the management bonus plan at any time and for any reason. Any such
amendment will be submitied for stockholder approval to maintain the bonus plan’s compliance with Section
162(m) of the Internal Revenue Code. Section 162(m} limits the tax deductibility by a corporation of
compensation in excess of $1.0 million paid to its chief executive officer and its four other most highly
compensated executive officers. However, compensation that qualifies as “performance based” is excluded
from the $1.0 million Timit if, among other requirements, the compensation in payable only upon attainment
of pre-established, objective performance goals under a plan approved by the corporation’s stockholders. We
intend to maintain the cligibility of our management bonus plan as providing “performance based”
compensation under Section 162(m).

At the end of 2006, as we were considering the bonus plan for 2007, we anticipated that the
company would incur a loss for the full year 2007. As a resuit, management recommended and the
Compensation Committee determined that it would be in the best interests of our company and our
stockholders to continue to conserve our cash by paying a bonus for officers in performance shares rather than
cash in 2007, The Compensation Committee also determined that it was important to motivate our executive
officers and other officers to return our company’s financial performance to long-term profitability. As with
the 2006 bonus program, the Compensation Committee determined that the overall amount of the non-cash
bonus paid to each manager should be less than an amount that it might determine to pay in cash if ur
company were then expected to have a profitable year.

To accomplish this goal, the Compensation Committee approved a management bonus plan
for 2007 that established individual management bonus amounts. Under the bonus plan, each officer,
including each exccutive officer, was contingently granted a right to receive performance shares in an amount
equal to 75% of each officer’s individual bonus amount, divided by the $8.85 per share closing price of our
common stock on the February 8, 2007 grant date. The Committee also impoesed a company performance
requirement as a prerequisite to the issuance of the performance shares, such that within three years from the
date of grant, our company must achieve at least two consecutive quarters of profitability, calculated on a
non-GAAP basis excluding equity compensation and extraordinary expense. As of December 31, 2007, the
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performance requirement had not been achieved. If the performance criterion is met and the performance
shares are issued, we will withhold from each officer a portion of the performance shares that have an
aggregate market value sufficient to pay the minimum federal, state and local income and other applicable
taxes required to be withheld by our company. This mandatory “net issuance” of performance shares will
result in less dilution to our stockholders than if the full number of shares were withheld and then a portion of
the shares were sold to pay such tax obligations. If the performance criterion is not met during that three year
period, then the performance shares will not vest and will automatically be returned to our 1997 Stock Plan.

At the end of 2007, the Compensation Committee also established the management bonus
plan for 2008. As with the 2007 bonus plan, the Compensation Committee established individual management
bonus amounts for, each officer, including each executive officer. Each officer was contingently granted a
right to receive performance shares in an amount equal to 75% of his or her individual bonus amount, divided
by the $13.32 per share closing price of Echelon’s common stock on February 11, 2008. The issuance of the
shares of our common stock underlying the performance shares is subject to requirements tied to operating
income for the fiscal year ending 2008 and, in some cases, to the amount of certain reported revenue for the
fiscal year ending 2008. If the performance criteria are met, the performance shares will be issued on a “net
issuance” basis; that is, net of applicable withholding and other taxes. If none of the performance criteria is
met for the fiscal year, then the performance shares will not vest and will automatically be returned to the
1997 Stock Plan.

We expect that in future years, as we project that our company will achieve profitability, the
Compensation Committee will continue to consider imposing specific financial performance metrics under the
management bonus plan.

Amended and Restated 1997 Stock Plan

The Amended and Restated 1997 Stock Plan was approved by our stockholders at our 2004 annual
meeting. It provides for the grant of the following types of incentive awards:

e Stock options,
o Stock purchase rights, .
e Stock appreciation rights, and

e Performance units and performance shares.

The 1997 Stock Plan allows for awards to be made to employees, directors and consultants who
provide services to Echelon and its subsidiaries. Options may be granted as either nonqualified stock options
or incentive stock options under the 1997 Stock Plan and generally must be exercised within three months
following a service provider’s termination other than for death or disability. Stock appreciation rights may be
granted alone or in tandem with stock options. A stock appreciation right is the right to receive the
appreciation in fair market value of common stock between the exercise date and the date of grant, and the
appreciation may be paid by our company in either the form of cash or shares of our common stock.
Following a participant’s termination from our company, he or she will only be able to exercise the vested
portion of the stock appreciation right for the period of time stated in the award agreement, which is generally
one month following termination other than for death or disability. Stock purchase rights are awarded
pursuant to agreements that grant our company the right to repurchase shares granted to a participant that
remain subject to a restriction upon termination of the participant’s service with our company for any reason.
The restrictions on vesting may be whatever our company determines to be appropriate, including specific
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performance goals. Performance units and performance shares are awards that will result in payment to a
participant only if specified performance goals or other vesting criteria are met or the awards otherwise vest.
Performance units have a dollar value established by our company on the date of grant and performance
shares have an initial value equal to the fair market value of a share of our common stock on the date of grant.

As of February 29, 2008, a total of 16,070,072 shares of our common stock were reserved for
issuance under the 1997 Stock Plan, with 6,791,340 of such shares subject to outstanding awards granted
under the 1997 Stock Plan and 9,278,732 of such shares remaining available for new awards to be granted in
the future.

Long-Term Equity Incentive Compensation, including Grant Guidelines

Our Compensation Committee regularly monitors the environment in which we operate and
makes changes to our equity compensation program to help us meet our goals, including achieving long-term
stockholder value. We use various forms of equity compensation to motivate and reward long-term
performance and encourage our employees to participate in the ownership of our company. We have granted
awards based on options, stock appreciation rights, or SARSs, and performance shares, each of which carries a
vesting requirement.

Our Compensation Committee is empowered by our Board of Directors and the provisions of
our 1997 Stock Plan to grant awards under the Plan. In addition, our Board of Directors has delegated to a
“stock option committee” comprised solely of our Chief Executive Officer a limited power to make equity
compensation awards. In his “stock option committee” capacity, our Chief Executive Officer is empowered to
grant stock options, performance shares and/or SARs under our 1997 Stock Plan, only to non-executive
officer employees of our company, up to a maximum of 25,000 shares per employee per year and an
aggregate limit of 250,000 shares per year. Any equity compensation awards to any executive officer or to
any employee in excess of 25,000 shares in any year or in excess of the 250,000 share aggregate limit must be
approved by the Compensation Committee or the Board of Directors.

In 2007, our Board of Directors and Compensation Committee adopted general equity
compensation grant guidelines regarding the timing of granting equity compensation awards to company
employees, including executive officers. The guidelines provide that while we intend to follow the timing
guidelines to the extent possible, the Board of Directors, the Compensation Committee or the stock option
committee may issue equity compensation grants at a different time if doing so would be in the best interests
of our company, our stockholders and our employees.

The equity compensation grant guidelines provide that awards will generally be granted on
the 10"™ day of the calendar month (or the next business day, if the 10™ day is not a business day). The grant
date of the award will be the date that the share price (determined as the closing price for our company’s
common stock on the Nasdaq Stock Market) and vesting date are set. Awards may be approved in advance of
the grant date for that month. Award approvals by the Compensation Committee generally will be made at an
in-person or telephonic committee meeting. If an award is approved by unanimous written consent, the
effective date of such written consent will be the date the last signature is obtained.

The guidelines apply to awards for both new and existing employees, including executive
officers. The grant date for new employees will generally be the 10" day of the month following the date the
award is approved, provided that the grant date cannot be prior to the employee’s first day of employment.
The guidelines provide that, in the case of the annual equity compensation award to all or any subset of
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existing employees, the grant date will be the date of our company’s annual meeting of stockholders for such
year. In the case of awards to executive officers (including the annual award), if our company’s “insider
trading window” is not then open, then the grant date shall be the day the insider trading window next opens.

Because the guidelines were adopted in 2007, after the date of our annual stockholders’
meeting but before the annual grant to employees was made, the guidelines provided that the annual grant in
2007 would be made as of a date selected by the Compensation Committee. The annual grant was approved
by the Compensation Committee in August 2007, with a grant date of September 10, 2007. The insider
trading window was open on that date. Since the guidelines were adopted in August 2007, no exceptions to
the formula for calculating the grant date of an award have been made.

The Compensation Committee has not granted, nor does it intend in the future to grant, equity
compensation awards in anticipation of the release of material nonpublic information that is likely to result in
changes to the price of our common stock, such as a significant positive or negative earmings announcement.
Similarly, our Compensation Committee has not timed, nor does it intend in the future to time, the release of
material nonpublic information based on equity award grant dates.

Form of Equity Compensation Awards

On an annual basis, our Compensation Committee approves an annual equity compensation
award to our employees, including our executive officers, under our 1997 Stock Plan. We intend that equity
awards granted under our 1997 Stock Plan will offer long-term incentives to our employees to remain with
our company and continue to perform well, and will reward each of our employees, including our executive
officers, by participating in our company’s success. We regard our equity award program as an important tool
for retaining and motivating our employees.

Historically, we granted equity awards to our employees in the form of stock options.
However, because of the evolution of the accounting treatment of certain types of awards, particularly as a
result of SFAS 123R, Share Based Payment, which requires a company to recognize as an expense the fair
value of stock options and other stock-based compensation granted to employees, our Compensation
Committee has determined that it is in the best interests of our stockholders to consider issuing forms of
equity compensation other than stock options in order to limit to the extent possible the amount of
compensation expense our company must record and the resulting negative impact on our earings and
earnings per share.

In 2006, the Compensation Committee reviewed recommendations presented by
management, and also consulted with Compensia, the independent management compensation consulting firm
that it had retained, regarding key trends and observations for equity compensation practices by peer
companies. After reviewing these recommendations and trends, the Compensation Committee elected to grant
equity compensation awards in an overall amount that was reduced from the 2005 stock option grant. In
addition, the 2006 award did not consist of stock options, but rather consisted of two components: (i} stock
appreciation rights, or SARs, and (ii) performance shares. In 2007, the Compensation Committee continued
this practice and granted SARs and performance shares in lieu of stock options as part of the annual equity
compensation award to our employees.

Each SAR entitles the employee to exercise the SAR in exchange for shares of our common

stock, less applicable withholding tax obligations, determined by (1) multiplying (A) the difference between
the fair market value of a share of our common stock on the date of exercise over the stated exercise price of
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the SAR, times (B) the number of shares with respect to which the SAR is exercised; and (2) dividing the
product of (A) and (B) by the fair market value of a share of cur common stock on the date of exercise. Thus,
as with stock options, employees are able to profit from SARs only if our stock price increases in value over
the SAR’s stated exercise price. We believe that the use of these stock-settled SARs will provide our
company with an appropriate employee retention and motivation tool, but will result in considerably less
dilution to our stockholders than if we issued stock options or did not mandate a “net exercise.”

We also believe that the use of performance shares provides a more predictable value to
employees than stock options, and therefore they are an efficient tool to retain and motivate employees, while
also serving as an incentive to increase the value of our common stock. Performance shares also may be
efficient with respect to the use of our 1997 Stock Plan share reserves because, as explained below, we
believe that fewer performance shares are needed to provide a retention and incentive value similar to stock
options.

In 2007, the amount of the equity compensation award to each employee, including each
executive officer, was determined based on information obtained from management (and in the case of our
Chief Executive Officer, the Board of Directors), with a view to motivating the employee to perform well,
while meeting internal and external competitive norms. In 2007, the Compensation Committee allocated to
each executive officer a dollar amount of equity compensation that was deemed appropriate based on the
information and recommendations obtained by the Compensation Committee. For each executive officer, half
of that allocated amount (the “SAR amount”) was then granted in SARs, determined by dividing the SAR
amount by the fair market value of our common stock on the date of grant. The balance of each executive
officer’s award amount was allocated to performance shares on a three-to-one ratio, so that the executive
would receive only one third of the number of performance shares when compared to SARs. While both
SARs and performance shares are subject to vesting over a four-year period, the Compensation Committee
realized that performance shares retain value even if the market price of our common stock at the time the
shares are issued is less than the market price at the time of grant. Thus, as with grants made in 2006, the
Compensation Committee determined that for 2007, it would be appropriate to grant performance shares on a
pro rated basis when compared with SARs.

In 2007, no special retention grants were made to any of our company’s officers.
Stock Ownership Guidelines

*In 2007, our Boeard of Directors determined that our directors and executive officers should own and
hold common stock of our company to further align their interests and actions with the interests of our
stockholders. Accordingly, our Board has adopted stock ownership guidelines applicable to our directors and
executive officers. The guidelines provide that directors who are not also officers of our company are
expected to own and hold common stock of our company with a minimum of value of $100,000. In addition,
the following guidelines apply to our executive officers:

Position Minimum Ownership Guideline .

CEO: Shares equal to 5 times base salary
President, COO, CFO: Shares equal to 3 times base salary

Senior Vice President: Lesser of 20,000 shares or shares with a value equal to one times
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base salary

Company common stock that will count towards satisfying the guidelines includes :

e Shares owned outright by the director or officer and his or her immediate family
members who share the same household, whether held individually or jointly, and shares
held in trust where the director or officer is the beneficial owner;

¢ Shares owned outright and resulting from the exercise of stock options or SARs; and

¢ Shares purchased in the open market.

Existing directors and officers are expected to achieve the specified stock ownership level
within five years after the August 2007 adoption date of the guidelines. New directors or officers are
expected to meet the specified stock ownership with five years from the date of their appointment.
Currently, five of seven non-employee directors, six of eight executive officers and four of six Named
Executive Officers exceed these ownership guidelines.

Generally Available Benefits and Other Programs

We also offer a number of other benefits to our employees, including our executive officers,
including medical, dental and vision insurance, long-term and short-term disability insurance, life and
accidental death and dismemberment insurance, health and dependent care flexible spending accounts,
wellness programs, educational assistance, and employee assistance programs. We also maintain a tax-
qualified 401(k) Plan, which provides for broad-based employee participation. Qur company does not
offer matching for 401(k) Plan contributions, nor does our company offer a pension program, except as
mandated by local laws.

We believe that the availability of these benefits programs generally enhances employee
productivity and loyalty to our company. The main objectives of our benefits programs are to give our
employees access to quality healthcare, financial protection from unforeseen events, assistance in
achieving retirement financial goals, and enhanced health and productivity. These generally available
benefits typically do not specifically factor into decisions regarding an individual executive’s total
compensation or equity award package.

Mr. Oshman, our Chief Executive Officer, from time to time uses private air travel services for

company business for himself and any employees that accompany him. We reimburse Mr. Oshman for
the cost of first class commercial air travel services, which net outlays have not been material.

-31-




Chief Executive Officer Compensation for 2007

The Compensation Committee, in consultation with our Board of Directors, sets our Chief Executive
Officer’s compensation in accordance with the foregoing principles. As in past years, for 2007 and continuing
in 2008, our Chief Executive Officer received a low salary when compared to other officers of our company
and chief executive officers of our peer companies. However, the Compensation Committee has determined
that in the case of Mr. Oshman, weighing our Chief Executive Officer’s compensation very heavily towards
equity compensation is an appropriate method to continue to align his interests with our company’s long-term
goals and the interests of our stockholders.

Employment Arrangements

Generally, none of our executive officers is subject to an employment or comparable agreement.
However, our Senior Vice President-General Manager/Service Provider Group, Fredrick H. Bruggink, is the
subject of an employment agreement in accordance with Dutch law with our Netherlands subsidiary, Echelon
BV. Under Dutch law, if Mr. Bruggink’s employment is terminated unilaterally by our company prior to the
Dutch statutory retirement age, a severance payment, which is typically paid in a lump sum, wiil be calculated
as the product of (A) the number of the employee’s years of employment (provided that when the employee is
between 40 and 50 years of age, each year is considered as 1.5 employment years, and when the employee is
above 50 years of age, each year is considered as two employment years,) multiplied by (B) the employee’s
average gross monthly earnings (fixed salary including holiday allowance) over a certain immediately
preceding period (typically one year), and multiplied by (C) a factor between (¢ and 2 (which is normally 1)
based on the employee’s perceived “culpability” for the termination. Under Dutch law, the period in clause
(B) and the factor in clause (C) are to be mutually agreed by the employer and the employee, provided that if
agreement is not reached, then the issues will be submitted to the Director of the Centre of Labor & Income or
the Cantonal Court (Kantongerecht) in the Netherlands.

In addition, our Senior Vice President and General Counsel, Kathleen B, Bloch, is the subject of an
agreement that provides that in the event our company is acquired or otherwise the subject of a change in
control merger (meaning a merger of our company into another corporation or the sale of substantially all of
the assets of our company) and her employment is either involuntarily terminated or she is not named to a
comparable position in the successor company, then any then-unvested stock options issued to her during her
first four years of employment with our company (which four year period ended in February 2007) will vest
at the time of the change in controi.
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Compensation Committee Report

The information contained in this report shall not be deemed to be “soliciting material” or “filed”
with the SEC or subject to the liabilities of Section 18 of the Securities Exchange Act of 1934, as amended,
except to the extent that Echelon specifically incorporates it by reference into a document filed under the
Securities Act of 1933, as amended, or the Securities Exchange Act of 1934, as amended.

The Compensation Committee has reviewed and discussed with management the Compensation
Discussion and Analysis for fiscal 2007. Based on the review and discussions, the Compensation Committee
recommended to the Board of Directors that the Compensation Discussion and Analysis be included in -
Echelon’s Proxy Statement for its 2008 Annual Meeting of Stockholders.

This report is submitted by the Compensation Committee of the Board of Directors of Echelon.
Armas Clifford Markkula, Jr.

Robert R. Maxfield, Chairman
Richard M. Moley
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Summary Compensation Table

The following table shows compensation information for the fiscal years ended December 31, 2007
and December 31, 2006 for the named executive officers (the “Named Executive Officers™):

Non-Equity
Stock Incentive Plan All Other
Name and Salary Bonus Awards  Option Grants Compensation Compensation Total
Principal Position Year (3) (3) ($)(1) S ($) (5} ($)

M. Kenneth Oshman ............. 2007 105,000 — 323,847 332,927 — —_ 761,774
Chairman of the Board and 2006 100,000 — 272,515 235978 — — 608,493
Chief Executive Officer

Oliver R, Stanfield.......ccoce... 2007 345,000 — 156,815 175,865 — — 677,680
Executive Vice President & 2006 329,583 — 118,276 84,003 —_ — 531,862
Chief Financial Qfficer

Frederik H. Bruggink (2)......... 2007 417,809 — 125,517 137,153 — 45,511 (3) 726,390
Senior Vice Presidentand 2006 363,374 24,028 (4y 71,374 58,802 — 41,429 (5) 559,007
General Manager -

Service Provider Group

Beatrice Yormark .................... 2007 343,000 — 160,161 175,865 — — 681,026
President and Chief 2006 329,583 — 118,276 84,003 — — 531,862
Operating Office

Russell Harmis ..c.oococvreenceeeeee, - 2007 330,000 - 107.031 137,153 — —_ 574,184
Senior Vice President of 2006 313,750 e 75,574 58,802 — —_ 448,126

Operations

(1) Reflects the dollar amount recognized for financial statement reporting purposes (disregarding an estimate of forfeitures) for the applicable fiscal

year, in accordance with SFAS 123R, and thus may include amounts for awards granted in and prior to the applicable fiscal year. The

assumptions used in the valuation of these awards are set forth in the notes to our consolidated financial statements, which are included in our
Annual Report on Form 10-K for the year ended December 31, 2007, filed with the SEC on March 17, 2008. These amounts do not correspond to

the aciual value that will be recognized by the Named Executive Officers.

(2) Mr. Bruggink's compensation consisting of salary, bonus, and amounts included in *All Other Compensation™ was paid in euros. Translation of
compensation into U.S. dollars is made using the exchange rate in effect on the date of payment.

(3)  Includes €23,040 (approximately $31,618) contribution to private pension plan and car allowance of €9,650 (approximately $13,893).

(4) This bonus payment was granted by our Board of Directors to Mr. Bruggink in recognition of his contributiens to our NES business in fiscal

2005.

(5) Includes €9,650 (approximately $12,508) contribution to private pension plan and car allowance of €23,040 (approximately $28,921). Does not
include €863 (approximately $1,060) paid in the fiscal year ended December 31, 2006 and carned in the fiscal ycar ended December 31, 2005,
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Option Exercises and Stock Vested for Fiscal 2007

The table below shows all stock options exercised and value realized upoen exercise, and all stock
awards vested and value realized upon vesting, by the Named Executive Officers during the fiscal year ended
December 31, 2007.

Option Awards Stock Awards

Number of Shares Value Realized Number of Shares Value Realized gn
Acquired on Exercise * on Exercise Acquired on Vesting Vesting
Name #) 3 #a) %@
M. Kenneth Oshman............... e — 36,298 293,208
Oliver R. Stanfield................... 80,000 1,205,600 15,246 179,433
.Frederik H, Bruggink .............. 60,000 806,800 7,953 134,887
Beatrice Yormark ...........coeeneee 80,000 1,367,200 15,246 179,433
Russell Harris ..oooooveeeveeeeeenen. 168,897 1,869,049 12,491 170,618

(1) The value realized equals the difference between the option exercise price and the fair market value of our common
stock on the date of exercise, multiplied by the number of shares for which the option was exercised.

(2) The value realized equals the fair market value of our common stock on the date of vesting, multiplied by the
number of shares vested.

Compensation Committee Interlocks and Insider Participation

During fiscal 2007, the following non-employee directors were members of Echelon’s Compensation
Committee: Armas Clifford Markkula, Jr., Robert R. Maxfield and Richard M. Moley. None of these directors
has at any time been an officer or employee of Echelon. None of Echelon’s executive officers serves, or in the
past fiscal year has served, as a member of the board of directors or compensation committee of any entity
that has one or more of its executive officers serving on Echelon’s Board of Directors or Compensation
Committee.

Policies and Procedures with Respect to Related Party Transactions

Our Corporate Governance Guidelines require our directors to take a proactive, focused approach to
their position and to set standards that ensure that our company is committed to business success through the
maintenance of the highest standards of responsibility and ethics. Thus, our Board of Directors is committed
to upholding the highest legal and ethical conduct in fulfilling its responsibilities and recognizes that related
party transactions can present heightened risk of potential or actual conflicts of interest. Accordingly, asa
general matter, it is Echelon’s preference to avoid related party transactions.

The charter of our Audit Committee requires that the members of the Audit Committee, all of whom
are independent directors, review and approve in advance all related party transactions for which approval is
required under applicable law. Current SEC rules define a related party transaction to include any transaction,
arrangement or relationship in which our company is a participant and in which any of the following persons
has or will have a direct or indirect interest:

e an executive officer, director or director nominee of Echelon;

* any person who is known to be the beneficial owners of more than 5% of our common stock;
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e any person who is an immediate family member (as defined in Item 404 of Regulation S-K)
of an executive officer, director or director nominee or beneficial owner of more than 5% of
our common stock; and

® any firm, corporation or other entity in which any of the foregoing persons is employed or is
a partner or principal or in a similar position or in which such person, together with any other
of the foregoing persons, has a 5% or greater beneficial ownership interest.

Certain Relationships
Loans to Employees

On October 29, 2001, we loaned Russell Harris, our Senior Vice President of Operations, $1,000,000
to purchase a principal residence. Mr. Harris issued to us a promissory note secured by residential real estate.
The note bears interest at the rate of 4.5% per annum, compounded monthly. The interest accruing under the
note is due and payable in monthly installments over the nine year term of the note, and the principal is due
and payable on October 29, 2010, subject to earlier repayment upon the occurrence of certain events. The
terms of this loan have never been amended.

Agreements with ENEL

In the second quarter of 2000, we entered into a research and development and technological
cooperation agreement with ENEL Distribuzione S.p.A., an affihate of ENEL S.p.A., or ENEL, under which
we have been cooperating with ENEL to integrate our LONWORKS technology into ENEL’s remote metering
management project in Italy. Through this project, ENEL replaced its existing stand-alone electricity meters
with networked electricity meters to 27 million customers throughout ENEL’s service territory. Our
shipments for the deployment phase of the ENEL project were substantially completed during 2005. During
2007, we recognized revenue from products and services sold to ENEL and its designated manufacturers of
approximately $14.2 million, $3.0 million of which was included in accounts receivable at December 31,
2007. During 2006, we recognized revenue from products and services sold to ENEL and its designated
manufacturers of approximately $7.1 miltion, none of which was included in accounts receivable at December
31, 2006. During 2005, we recognized revenue from products and services sold to ENEL and its designated
manufacturers of approximately $26.9 million.

Pursuant to a common stock purchase agreement, dated June 30, 2000, between our company and
ENEL, ENEL agreed to purchase, for cash, three million newly issued shares of our common stock for a
purchase price to be based on the average trading price prior to the closing (subject to a minimum price of
587.3 million and a maximum price of $130.9 million). The closing of this stock purchase occurred on
September 11, 2000. Based on the average price of our common stock prior to that date, the total purchase
price for the three million shares was $130.9 million and after deducting expenses associated with the
transaction, we received $130.7 million. It was agreed that until the earlier of September 11, 2003 or 30 days
following the termination of the research and development and technological cooperation agreement with
ENEL Distribuzione, ENEL would not, except under limited circumstances, selt or otherwise transfer such
shares. As a result, ENEL is now free to sell shares of our common stock. The stock purchase agreement also
gives ENEL the right to nominate a member of our Board of Directors as long as ENEL owns at least two
million shares of our common stock. As a condition to the closing of the stock purchase agreement, our
directors and our Chief Financial Officer agreed to enter into a voting agreement with ENEL in which each of
them agreed to vote the shares of our company’s common stock that they beneficially own or control in favor
of ENEL’s nominee to our Board of Directors. M. Francesco Tatd served as ENEL’s representative on our

-41-




Board of Directors from September 2000 until June 2002. ENEL has not nominated a replacement for Mr.
Tatd on our Board of Directors. In December 2003, ENEL transferred to a related entity, Enel Investment
Holding BV, its three miilion shares of our common stock. To our knowledge, ENEL, through Enel
Investment Holding BV, currently holds 3,000,000 shares of our commen stock, representing 7.3% of our
outstanding common stock as of March 31, 2008.

Pursuant to a registration rights agreement, dated September 11, 2000, between our company and
ENEL, ENEL may, subject to certain conditions and limitations, request that we register the shares purchased
under the common stock purchase agreement. In the event we elect to register any of our securities, ENEL
may, subject to certain limitations, include the shares purchased under the common stock purchase agreement
in such registration.

Legal Services

During fiscal year 2007, the law firm of Wilson Sonsini Goodrich & Rosati, P.C. acted as principal
outside counsel to our company. Mr. Sonsini, a director of our company, is a member of Wilson Sonsini
Goodrich & Rosati, P.C. We incur bills for legal services that vary from year to year depending upon our
legal needs. In determining the independence of Mr. Sonsini, our Board of Directors reviews our relationship
with Wilson Sonsini Goodrich & Rosati, P.C. in conjunction with the applicable independence guidelines
under the applicable listing standards of the Nasdaq Stock Market and SEC rules.

OTHER INFORMATION
Section 16{a) Beneficial Ownership Reporting Information

Section 16(a) of the Securities Exchange Act of 1934, as amended, requires our executive officers,
directors and persons who own more than 10% of a registered class of our equity securities to file certain
reports with the SEC regarding ownership of, and transactions in, our securities, Such officers, directors and
10% stockholders are also required by the SEC to furnish us with copies of all Section 16(a) forms that they
file.

Based solely on our review of such forms furnished to us and written representations from certain
reporting persons, we believe that all filing requirements applicable to our executive officers, directors and
more than 10% stockholders were complied with during the fiscal year ended December 31, 2007.

No Inecorporation by Reference

In Echelon’s filings with the SEC, information is sometimes “incorporated by reference.” This means
that we are referring you to information that has previously been filed with the SEC and the information
should be considered as part of the particular filing. As provided under SEC repulations, the “Report of the
Audit Committee of our Board of Directors” and the “Compensation Committee Report” contained in this
Proxy Statement specifically are not incorporated into any other filings with the SEC. In addition, this Proxy
Statement inctudes several website addresses. These website addresses are intended to provide inactive,
textual references only. The information on these websites is not part of this Proxy Statement.
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Stockholder Proposals—2009 Annual Meeting

Stockholders may present proposals for action at a future meeting if they comply with SEC rules and
Echelon’s bylaws. For additional details and deadlines for submitting proposals, se¢ “Deadline for Receipt of
Stockholder Proposals™ in this Proxy Statement above. If you would like a copy of the requirements
contained in our bylaws, please contact; Kathleen B. Bloch, Senior Vice President, General Counsel and
Secretary, Echelon Corporation, 550 Meridian Avenue, San Jose, California 95126.

Available Information

You may obtain a copy of our Annual Report on Form 10-K for the fiscal year ended December 31,
2007 without charge by sending a written request to Echelon Corporation, 550 Meridian Avenue, San Jose,
California 95126, Attention: Investor Relations. The annual report is also available online at
www.echelon.com or the SEC’s website at www.sec.gov.

REPORT OF THE AUDIT COMMITTEE OF OUR BOARD OF DIRECTORS

Notwithstanding any statement to the contrary in any of our previous or future filings with the SEC,
this report of the Audit Committee of our Board of Directors shall not be deemed “filed” with the SEC or
“soliciting material’ under the Securities Exchange Act of 1934, as amended, and shall not be incorporated
by reference into any such filings.

The Audit Committee of our Board of Directors serves as the representative of our Board of Directors
for general oversight of our financial accounting and reporting process, system of internal control, audit
process, and process for monitoring compliance with laws and regulations. Our management has primary
responsibility for preparing our financial statements and our financial reporting process. Our independent
registered public accounting firm, KPMG LLP, is responsible for expressing an opinion on the conformity of
our fiscal year 2007 audited financial statements to generally accepted accounting principles. In this context,
the Audit Committee hereby reports as follows:

1. The Audit Committee has reviewed and discussed the audited financial statements with our
management, including a discussion of the quality and acceptability of the financial reporting, the
reasonableness of significant accounting judgments and estimates and the clarity of disclosures in the
financial statements, In connection with this review and discussion, the Audit Committee asked a number of
follow-up questions of management and our independent registered public accounting firm to help give the
Audit Committee comfort in connection with its review. '

2. The Audit Committee has discussed with KPMG LLP the matters required to be discussed by
SAS 61 (Codification of Statements on Auditing Standards, AU §380), as modified or supplemented.

3. The Audit Committee has received the written disclosures and the letter from our independent
registered public accounting firm required by Independence Standards Board Standard No. 1 (Independence
Standards Board Standard No. 1, Independence Discussions with Audit Committees), as modified or
supplemented, and has discussed with them their independence.

4. Based on the review and discussions referred to in paragraphs (1) through (3) above, the

Audit Committee recommended to our Board of Directors that the audited financial statements be included in
our Annual Réport on Form 10-K for the fiscal year ended December 31, 2007, for filing with the SEC.
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Our Board of Directors has adopted a written charter for the Audit Committee, a copy of which can
be viewed at the investor relations section of our website at www.echelon.com. Each of the members of the
Audit Committee is independent as defined under the listing standards of the National Association of
Securities Dealers. :

Audit Committee

Robert J. Finocchio, Jr., Chairman
Robyn M. Denholm
Betsy Rafael

OTHER MATTERS
As of the date hereof, our Board of Directors is not aware of any other matters to be submitted at the
annual meeting. If any other matters properly come before the meeting, it is the intention of the persons
named in the enclosed Proxy to vote the shares they represent as our Board of Directors recommends or as

they otherwise deem advisable.

THE BOARD OF DIRECTORS

San Jose, Califomia
April 16, 2008
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Large accelerated filer O Accelerated filer 3} Non-accelerated filer a Smaller reporting company O
(do not check if a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes O Nel®

As of June 30, 2007, the last business day of the registrant’s most recently completed second fiscal quarter, there were 39,672,418 shares of the registrant’s common
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FORWARD-LOOKING INFORMATION

This report contains forward-looking statements within the meaning of the U.S. federal securities laws that involve risks and
uncertainties. Certain statements contained in this report are not purely historical including, without limitation, statements regarding
our expectations, beliefs, intentions or strategies regarding the future that are forward-looking. These statemenis include those
discussed in Item |, Business, including “General,” “Markets,” " Products and Services,” "Product Development,” “Marketing,”
“Competition,” and “Government Regulation” in ltem 14, Risk Factors, in ltem 2, “Properties,” in Item 7, Management s
Discussion and Analvsis of Financial Condition and Results of Operations, including “Critical Accounting Policies,” “Results of
Operations,” “Off-Balance-Sheet Arrangements and Other Contractual Obligations,” “Liguidity and Capital Resources,” “Related
Party Transactions,” "Recently Issued Accounting Standards, " and elsewhere in this report. In this report, the words “anticipate,”
“believe,” “expect,” “intend,” “future,” “moving toward” and similar expressions also identify forward-looking statements. Our
actual results could differ materially from those forward-locking statements contained in this report as a result of a number of factors
including, but not limited to, those set forth in the section entitled “Risk Factors"” and elsewhere in this report. All forward-looking
statements and reasons why results may differ included in this report are made as of the date of this repori, and we assume no
obligation to update any such forward-looking siatement or reason why such results might differ.

PART 1

ITEM 1. BUSINESS

General

Echelon was incorporated in California in 1988 and reincorporated in Delaware in 1989. We are an 1SO 9001 certified company
that develops, markets, and sells system and network infrastructure products that enable everyday devices — such as air conditioners,
appliances, electricity meters, light switches, thermostats, and valves — to be made smart and inter-connected. Working together,
products and systems equipped with our technology can monitor and save energy, lower costs, improve productivity and enhance
service, quality, safety and convenience.

In the building, home, industrial, transportation, and other automation markets, we sell a suite of network infrastructure products
to original equipment manufacturers (OEMs). OEMs “design in,” or embed, our products into their products and systems in order to
give their products local intelligence and networking capability. We call the products that we sell to OEMs our LoNWoRrks®
Infrastructure, or “LW1”, product line. Qur LWI products include transceivers, control modules, routers, network interfaces,
development tools, and software tools and toolkits. Representative customers include BOC Edwards, EnerNQC, Fuji Electric, Fujitsu
General, Groupe Schneider, Honeywell, Johnson Controls, NTT Data, Samsung, Schindler Elevator, Siemens, and Trane. By using
our LWI products, we believe OEMs can reduce their development time and expense and bring higher quality, more functional
products to market than previously possible or than would be possible using alternative development approaches. Additionally, we
believe the resulting products can also be “energy aware” and save energy, and arc also lower cost for end-users to install, maintain
and operate.

For the electric utility industry we have developed an advanced metering infrastructure system that we call the Networked Energy
Services (NES) system. The NES system provides a two-way information and control path between the utility and its customer, which
we believe enables utilities to reduce operating costs; improve customer service; offer multiple tariff plans, including time-of-use
metering and prepay metering; promote energy efficiency; better utilize distribution assets; improve grid quality and reliability;
control loads and reduce peak demand; and respond more rapidly to changing customer and regulatory requirements. Qur primary
channel to market for the NES system is through value-added resellers (VARs). Examples of NES VARs and partners include ES
Elektrosandberg AB, ES Mitteknik, EVB, Gorlitz, Limited Liability Company Engineering Center ENERGOAUDITCONTROL, and
Telvent. These VARSs in turn add application software, project management, and other value-added services to provide utilities with
complete advanced metering systems offerings. Representative end-use customers include Vattenfall and E.ON in Sweden, Nuon in
the Nethertands, Integral Energy in Australia, and Duke Energy in the United States.

For system integrators serving the street lighting, remote facility monitoring, and energy management markets, we have
developed the i.LON® Internet server family of products, which provides a low-cost, robust Internet interface and local control
capability for remote devices and systems. We believe that the . LON product family provides a compelling platform for applications
that can monitor and substantiatly reduce energy consumption, lower maintenance costs, and enhance safety and convenience.
Representative resellers of . LON—-based, managed street lighting solutions include EnerNQC, Streetlight Vision, Device Insight, and
Intron. Representative end-use customers include the City of Oslo, Norway and the City of Bremen, Germany.



In quick-service restaurants, our LonWorks technology and i. LON Internet Server are being used to monitor and control kitchen
equipment and key building systems (including HVAC and lighting) through a single network, in an effort to manage energy use and
improve efficiency. For example, the fast-food giant McDonald’s is encouraging its kitchen equipment manufacturers to incorporate
our LonWorks technology into new equipment as a way to lower operating costs and improve operations. The potential savings for
quick-service restaurants is considerable since the average restaurant, operating without an effective control system, spends thousands
of dollars a year in energy costs.

We view our system infrastructure and network infrastructure product lines as two complementary sides of the same coin, tied
together by a common theme of energy management. We believe that, while each offering has substantial value on its own, together
they bring a more comprehensive and valuable solution to the end user and that, over time, our success in system infrastructure
applications helps drive success in the network infrastructure applications and vice-versa. For example, we believe that utilities that
adopt our NES system become better prospects for /. LON-based street lighting systems and for in-home and in-building energy
management applications based on our LWI products. We believe the same synergy is present for utilities that first adopt an i.LON-
based street lighting system. Likewise we believe that because our system products are built on our LWT products, the availability of
home and commercial devices based on our LW products represents an opportunity for utilities to extend the reach of cnergy
management into homes and buildings.

Markets

We market our products and services primarily in North and South America, Europe, Japan, China and other selected Asia Pacific
countries. Our principal target markets include the following:

Electric Utilities

We believe the worldwide electric metering industry is transitioning from stand-alone meters or limited-function automatic
metering reading (AMR) systems to advanced metering infrastructure (AMI), or “smart grid” systems. These advanced systems offer
two-way communication and multiple services over a common infrastructure to utilities and their customers, and provide the ability to
add new functionality over time to “future proof” the system. While the tithing and speed of the transition varies by geography, and
even within a given geography by utility, we believe that two principal factors will drive this change: market deregulation, which
motivates utilities to increase service quality and flexibility while lowering their cost-to-serve; and growing availability and
sustainability concerns, which drive regulators and utilities toward time-of-use pricing, demand response, toad shifting, and other
programs to reduce both energy consumption and peak-load demand.

To capitalize on this opportunity, Echelon developed the NES system. With a strategy of selling the NES system through our
VAR partners, we launched the NES VAR channel and shipped the first release of our NES system products for use in trials in
December 2003. We, or more often our VARs or other partners, have installations that are underway or completed in Australia,
Austria, Denmark, the Netherlands, Russia, Sweden, and the United States. To date, we have shipped over one million NES meters to
customers around the world. We believe that the NES system serves a worldwide market opportunity arising from the need to save
energy and reduce carbon emissions. In addition to announced installations, Echelon, or more ofien our VARS, are participating in
many trial and pilot projects.

In June 2000, we began working with the Italian utility Enel to incorporate our technology into Enel’s Contatore Elettronico
project. Under this project, Enel replaced its existing stand-alene electricity meters with advanced, networked electricity meters at
about 27 million of its customers’ locations in ltaly. We completed our scheduled deliveries under this project in 2005. In October
2006, we entered into a new development and supply agreement and a software enhancement agreement with Enel. Under the
development and supply agreement, Enel and its contract manufacturers purchase additional electronic components and finished goods
from us. Under the software enhancement agreement, we provide software enhancements to Enel for use in the Contatore Etettronico
system. Both the development and supply agreement and the software enhancement agreement expire in December 2009, although
delivery of products and services can extend beyond that date and the agreements may be extended under certain circumstances. Sales
to Enel and its meter manufacturers accounted for 10.3% of our total revenues in 2007, 12.4% in 2006, and 36.2% in 2005.

Building Automation.

Our LWI product line is used by companies worldwide in most areas of the building automation industry, including access
control; automatic doors; elevators; energy management; fireflife/safety; heating, ventilation, and air conditioning (HVAC); lighting;
metering; security; and automated window blinds. We believe that our products are widely accepted because they lower installed
system cost, reduce ongoing life-cycle costs, and increase functionality. We also believe that an increased global interest in reducing
energy consumption — both to reduce cost and minimize impact to the environment — has become a driving force behind the
adoption of our LW] and /.LON Internet server products. For example, using a LONWORKS building management system to integrate
and optimize HVAC, lighting, security, and other subsystems, the Crown Estate headquarters building in London was able to achicve
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33% less carbon dioxide emissions than that of a comparable building and was awarded the highest rating possible by BREEAM, a
U.K. assessment method that rates the environmental performance of new and existing buildings. Our OEM customers in the building
automation market include Groupe Schneider, Honeywell, Johnson Controls, Philips Lighting, Schindler Elevator, Siemens, and
Yamatake. Sales to Honeywell, both direct and through distribution, accounted for approximately 4.3% of our total revenues in 2007
and 11.0% of our total revenues in 2006.

Induserial Automation

Our LWI products are used in a wide range of industrial automation applications, including semiconductor fabrication plants, gas
compressor stations, gasoline tank farms, oil pumping stations, water pumping stations, textile dyeing machinery, pulp and paper
processing equipment, automated conveyor systems, and many other industrial environments. In such industrial installations, among
other advantages, our control networks can replace complex wiring hamesses, reduce installation costs, eliminate expensive
programmable logic controllers and distribute control among sensors, actuators and other devices, thereby reducing system costs,
improving control and eliminating the problem of a single point of failure. For cxample, BOC Edwards, a leading supplier of vacuum
pumping systems to the semiconductor industry, uses our products within certain vacuum pump products to replace complex wiring
used to connect various motors, sensors, actuators, and displays. In addition to BOC Edwards, our OEM customers in the industrial
automation market include Fuji Electric, Hitachi, Meissner & Wurst, and Yokagawa.

Demand Response

Echelon’s products, including the i.LON Internet Server and SmartServer, are being used by several energy management
companies to implement automated demand response solutions, that help business customers manage encrgy use and control energy
costs during peak electricity periods.

Street Lighting

We believe that the street lighting market, which we estimate contains about 740 million street light poles worldwide, represents a
large market opportunity for our LW and ;.LON Internet server products. Through the combination of our power line smart
transceiver product built into ballasts to provide local intelligence, control, and reliable networking, and our /. LON Internet server,
which provides local control and remote Internet connectivity, LONWORKS based street lighting systems can reduce energy
consumption and cut maintenance costs through remote diagnostics and predictive failure reporting while enhancing safety and
lighting quality. For example, the City of Oslo, Norway is in the process of replacing ballasts in 55,000 streetlights with electronic
ballasts that communicate over existing power lines using Echelon’s power line technology. Preliminary results have demonstrated
energy reduction of over 50% and cost reductions on the order of 30%. Our OEM customers and reseller partners in the street lighting
market include Luminext, Device Insight, Kongsberg Analogic, Philips Lighting Control, SELC, and Streetlight Vision.

Home Control

While the market for home automation and control is still in its infancy, we believe that product innovations we have made to
simplify the installation of such devices, coupled with a growing consumer demand for “green” products that can help devices manage
and reduce and control their energy costs, has created a new opportunity in the market for networked home control products. In
response to this opportunity, in November 2006 we launched the Digital Home® Alliance. The Digital Home Alliance is designed to
bring together a collection of companies that market networked home control products based upon Echelon's LONWORKS control
networking technology and promote to consumers the value of the Digital Home Alliance logo as a mark of products that network
together, are easy to install, and add value to consumers' lives.

Transporiation

Our products are used in important transportation applications, including railcars, light rail, buses, motor coaches, fire trucks,
naval vessels, and aircraft. Our control networks can be used in these transportation systems to improve efficiency, reduce
maintenance costs, and increase safety and comfort. LONWORKS technology is one of the standards required by the New York City
Transit Authority when evaluating replacement alternatives for its subway cars. Key OEMs in the transportation market include
Bombardier, Kawasaki, New York Air Brake, and Siemens.

Products & Services
We offer a wide-ranging set of products and services. These products help our customers maximize development efficiency,

minimize product cost, and maximize the opportunity to integrate across product lines and industry scgments. Our products are built
on a common technology base with sharing between products wherever possible.



Our LWI network infrastructure products include transceivers, control modules, routers, network interfaces, development tools,
and software tools and toolkits. Transceivers and control modules are products that our OEM customers use to embed networking and
intelligence into their products. In 2005, we announced a new embedded control networking platform, called Pyxos ™ and in late
2006 we began deliveries of the first products based on this platform, which includes development tools and the Pyxos FT chip, which
is designed to be built into the sensors and actuators embedded inside a machine. Sales of transceivers and control modules generated
approximately 25.4% of our revenues during 2007, 53.5% of our revenues during 2006, and 38.1% of our revenues during 2005.
Routers are used to control and partition network traffic, increasing the total throughput and speed of the system or to provide
transparent support for multiple media, which makes it possible to signal between different types of media, such as twisted pair, power
line, radio frequency, and optical fiber. Nenwork interfaces are products that can be used to connect computers and controllers to a
LONWORKS network. Our Mini EVK and NodeBuilder® development tools are designed to make it easy for OEMs to design our
transceivers and control modules into their products and systems. Our soffware tools and toolkits include our LNS® network operating
system, which provides a client-server platform for installing, maintaining, monitoring, and interfacing with LONWORKS networks,
and the LNS based LonMaker® Integration Tool, which built on the Microsoft Visio technical drawing package to give users a
graphical, “drag and drop™ environment for designing their network’s control system.

Our system infrastructure products include the i LON family of Internet servers and the NES system. Our i.LON products
provide cost-effective, secure LAN, WAN, and Internet connectivity to everyday devices in control networks. The i.LON 100 Internet
server also includes a number of capabilities specifically designed to simplify the implementation and increase the functionality of
LONWORKS-based street lighting and remote facility monitoring and energy management applications. Our NES system is designed
to provide the core networking infrastructure necessary to build and deploy an advanced metering system. It includes a family of
digital electricity meters, a family of data concentrators, and the NES system software. NES elcctricity meters are designed to meet
the needs of residential and light commercial users. Since electricity meters are measurement devices used to bill consumers many,
but not all, countries require that meters be certified (or “homologated™) by a recognized authority to verify their accuracy. As of
December 31, 2007, NES meters had been homologated in 17 countries. However, each new version of one of our meters will
generally require re-homologation. The mechanical form-factor and characteristics also vary by country. Our initial set of NES
meters conformed to the 1EC standards used throughout most of Europe and parts of Asia. 1n 2006 we added additional products that
meet the BS standards used in the UK and many former British Colonies, the AS standards used in Australia, and meters that conform
to the ANSI form-factor used throughout the United States and Canada. NES data concentrators are designed to reduce system cost by
enabling all of the electricity on a given low voltage transformer to share a single wide area connection. Data concentrators are
offered in different configurations based upon the number of meters that they are designed to manage. Data concentrators connect to
the wide area network using an industry standard modem interface and communicate using Internet standard TCP/IP, allowing our
resellers and their utility customers to select a wide variety of available connectivity options including GPRS (general packet radio
service), GSM (Global System for Mobile communications), PSTN {public switched telephone networks), BPL (broadband over
power line), WiFi, WiMax, Fiber Optic, Ethernet and others. The NES system software is enterprise software designed to allow our
customers to quickly integrate the NES system into a utility’s business processes and systems, Through the NES system software, the
NES system, in effect, looks like a collection of web services and events, allowing a wide range of industry standard tools and
operating environments to be used. The NES system software is designed to scale from low cost, single server implementations for
small pilots, to large scale systems distributed physically and geographically across multiple servers to support millions of meters with
high reliability, availability, and scalability requirements.

We also offer a variety of technical training courses covering our products and technology. These courses are designed to provide
hands-on, in-depth and practical experience that can be used immediately by our customers to build products and systems based on
our products. In some instances these classes are aiso licensed to third-parties in foreign markets who present them in the local
language. Additionally, we offer a variety of computer-based training courses that can be taken over the Internet, We also offer
telephone, e-mail, and on-site technical support to our customers on an annual contract or per-incident basis. The goal of these support
services to resolve customers’ technical problems on a timely basis, ensure that our products will be used properly, and shorten the
time required for our customers to develop products that use our technology.

Product Development

Our future success depends in large part on our ability to enhance existing products, reduce product cost, and develop new
products that maintain technological competitiveness. We have made and intend to continue 1o make substantial investments in
product development. We obtain extensive product development input from customers and by monitoring end-user needs and changes
in the marketplace. We continue to make significant engineering investments in developing and enhancing our products and
broadening the markets they serve.

Our total expenses for product development were $32.5 million for 2007, $28.4 million for 2006, and $25.1 million for 2005.
Included in these totals were equity compensation expenses of $2.4 million, $1.9 million, and $143,000, for the years ended December
31, 2007, 2006, and 2005, respectively. In addition, of the $25.1 million of product development expenses incurred in 2005,
approximately $37,000 related to amortization charges for intangible assets acquired in prior years. We anticipate that we will
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continue to commit substantial resources to product development in the future and, as a result, product development expenses may
continue to increase over historical levels. To date, we have not recorded any capitalized software development costs from our
development efforts.

Marketing

Our marketing cfforts focus on creating awareness of our brand, the products and solutions that we offer, and the capabilities and
benefits that they bring. We conduct an integrated marketing program comprised of press releases, brochures, published papers, case
studies, participation in industry trade shows, speaking at industry conferences, webinars, advertising, dircct mail, newsletters, our
global website, and the LonWORLD® industry exhibition and conference. We have also formed and actively participate in two
associations directly focused on the adoption of our products, LoNMaRrk® International and the Digital Home Alliance, and participate
in other relevant industry organizations.

Sales and Distribution

In most regions of the world we market and sell our products and services using our direct sales organization, distributors, value-
added resellers, and integration partners. We rely solely on distributors in certain markets in the Asia Pacific and Latin America
regions. During the three years ended December 31, 2007, the Company had five customers that accounted for a majority of its
revenues: EBV Electronik GmbH (“EBV™), the Company’s primary distributor of its LONWORKS® Infrastructure products in Europe,
Enel S.p.A. (“Enel™), an Italian utility company (including Enel’s third party meter manufacturers), and Telvent Energia y
Medioambiente SA (“Telvent™), Limited Liability Company Engineering Center ENERGOAUDITCONTROL (“EAC”), and ES
Elektrosandberg AB (“ES™), value added resellers of the Company’s NES products. For the years ended December 31,2007, 2006,
and 2005, the pereentages of the Company’s revenues attributable to sales made to these customers were as follows:

Year Ended December 31,
2007 2006 2005
Telvent 28.2% --% ---%
EBV 12.8% 27.1% 21.0%
ES 11.4% 0.1% %
Enel 10.3% 12.4% 36.2%
EAC 1.2% ---% -—-%
Total 69.9% 39.6% 57.2%

We support our worldwide sales personnel with application engineers and technical and industry experts working in our
headquarters. Outside the United States, direct sales, applications engineering, and customer support are conducted through our offices
in China, France, Germany, Hong Kong, ltaly, Japan, the Netherlands, South Korea, and the United Kingdom. Each of these offices is
staffed primarily with local employees.

Our international sales include both export sales and sales by international subsidiaries and accounted for 86.6% of our total
revenues for 2007, 65.5% of our total revenues for 2006, and 77.1% of our total revenues for 2005.

Manufacturing

Our manufacturing strategy is to outsource production to third parties where it reduces our costs and to limit our internal
manufacturing to such tasks as quality inspection, system integration, custom configuration, testing, and order fulfillment. We
maintain manufacturing agreements with Cypress and Toshiba related to the Neuron® Chip. We also maintain manufacturing
agreements with STMicroelectronics for production of our power line transceiver, with Cypress for production of our free topology
transceiver, and with Cypress, On Semiconductor, and AMI Semiconductor for the production of certain other components we sell.

For most of our products requiring assembly, we use contract electronic manufacturers including WKK Technology, TYCO,
Jabil, and Flextronics. These contract electronic manufacturers procure material and assemble, test, and inspect the final products to
our specifications.

Working Capital

As of December 31, 2007, we had working capital, defined as current assets less current liabilities, of $129.9 million, which was a
decrease of approximately $2.5 million compared to working capital of $132.4 million as of December 31, 2006.




As of December 31, 2007, we had cash, cash equivalents, and short-term investments of $107.2 million, which was a decrease of
approximately $17.0 million compared to a balance of $124.2 million as of December 31, 2006. Cash used in operating activities in
2007 of $15.6 million was primarily the result of our net loss of $14.5 million and a net increase in our operating assets and liabilities
of $13.0 million, al! of which was partially offset by non-cash charges for stock-based compensation expenses of $6.6 million,
depreciation and amortization expenses of $4.7 million, and a decrease in accrued investment income of $436,000.

Competition

Competition in our markets is intense and involves rapidly changing technologies, evolving industry standards, frequent new
product introductions, and changes in customer requirements. To maintain and improve our competitive position, we must keep pace
with the evolving needs of our customers and continue to develop and introduce new products, features and services in a timely and
efficient manner. The principal competitive factors that affect the markets for our products include:

®  our ability to anticipate changes in customer requirements and to develop new or improved products that meet these
requirements in a timely manner;

® the price and features of our products such as adaptability, scalability, fimctionality, ease of use, and the ability to integrate
with other products;

our product reputation, quality, performance, and conformance with established industry standards;
our customer service and support;
warranties, indemnities, and other contractual terms; and

customer relationships and market awareness.

In each of our markets, our competitors include both small companies as well as some of the largest companies in the electronics
industry operating either alonc or together with trade associations and partners. Our key competitors include companies such as
Siemens in the building industry; Allen-Bradley (a subsidiary of Rockwell Automation), Groupe Schneider and Siemens in the
industrial automation industry; the Bayard Capital group of companies, DCSI, Elster, Enel, GE, IBM, Iskraemecco, Itron/Actaris, and
Siemens in the utility industry; Siemens in the transportation industry; and Zensys in the home control market. Key industry standard
and trade group competitors include BACnet, Konnex, and DALI in the buildings industry; Profibus, HART, and DeviceNet in the
industrial control market; DLMS in the utility industry; Zigbee and the ZWave alliance in the home control market; and the Train
Control Network (TCN} in the rail transportation market. Each of these standards and/or alliances is backed by one or more
competitors. For example, the Zigbee alliance includes over 150 member companies with promoter members such as Eaton,
Freescale, Motorola, Texas [nstruments, STMicroelectronics, Ember, Siemens, Honeywell, Mitsubishi Electric, Samsung, Schneider
Electric, Tendril, Huawei Technologies, and Philips.

Additionaliy, while our product implementations are proprietary to Echelon and often protected by unique, patented
implementations, LONWORKS technology is open, meaning that many of our basic control networking patents are broadly licensed
without royalies or license fees. For instance, all of the network management commands required to develop software that competes
with our LNS software are publ